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Summary

East Asias financial systems are burdened with a :
large volume of nonperforming assets (N PAs),2 in-
cluding nonperforming or past due loans and real :
estate and other assets pledged ascollateral for loans. :
These assets impede the ability of financial institu- |
tions to serve the prudent intermediation needs of
their communities. Thefaster such problemsandtheir
causes are dealt with, the better. Experience hasre- -
peatedly shown that delay usually makesresolution -
programs more complex and costly and slows eco-

nomic recovery.

To resolve NPA problems and help restore the
health and confidence of the financial sector, the
countries in East Asia have used one or more asset
management company (AMC) models. The most
common AMC model used centralizes this activity -
in a government agency. However, some countries
have opted for a more decentralized approach in- -
volving the creation of several “ bank-based” AMCs.
Each model has its advantages and disadvantages,
and there are no ironclad rules regarding which ap-
proachto useinagiveninstance. In general, though,

the more pervasive or systemic the problem or the
less developed the business culture or legal infra-
structure, the greater the need for coordination and
for emergency legal reforms or specia powers to
resolve NPAs or both. In such an environment, a
centralized, government-based strategy may be the
most effective. Onthe other hand, if acountry’sNPA
problems are limited or concentrated and the gov-
ernment can afford to take a gradual approach, a
bank-based AMC may be more appropriate. But
regardless of the approach taken, thefollowing guid-
ing principles are suggested for the creation and op-
eration of AMCs:

* Assess the scope, magnitude, and implica-
tions of the NPA problem objectively and tho-
roughly;

* Develop andimplement businessplansfor prompt
action;
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* Recognizethe need for and obtain objective ex-

pert advice;

« Select and coordinate the appropriate NPA reso-

lution strategy and AMC model;

* Establish clear goals and objectives for the

AMC;

» Promote the transparency and consistency of

the AMC's operations,

» Minimize potential conflicts of interest in the

AMC's operations;

* Provide the AMC with adequate operational

authority;

« Providefor objective oversight and governance

of the AMC;

* Provide the AMC with adequate purchase and

operational funding;

* Assess the need for and provide the AMC with

specia legal powers;

* Organize the AMC to maximize its efficiency

and expertise;

« Develop performance-based asset management

and recovery plansand principles;

* Plan for the best use of private-sector asset

management;

» Promptly evaluate and implement management

information systems,

* Vaue assets carefully, consistently, and objec-

tively;

* Provide essential asset management in the in-

terim; and

* Support asset value enhancement decisionswith

cost-benefit analysis.

The severity of the NPA problem in East Asia
rangesfrom significant to severe, perhapseven over-
whelming. Some countries appear to befarther along
than others in addressing their NPA problems, but,
asnoted below, all are still trying to cope with a dif-
ficult and challenging task.

In Thailand, the government dealt promptly and
decisively with NPA problems in the finance com-
panies, but has not done the same for the banking
sector, where NPA problems are still pervasive. The



current government policy of encouraging state-
owned and private banks to establish their own :
AMCs appears overly optimistic and islikely to re- :
quire substantial government coordination and finan- :
- dred banki ng crisesworldwide. Most problemsinthe

cial support.

In Indonesia, the NPA problems appear to be the :
most severe by far, of all the countries surveyed. :
The sheer magnitude of the fiscal and political cost :
of resolving the NPA problems requires drastic ac- :
tion and broad public support. Policies and proce- :
dures must be perceived as transparent, fair, and ef- :
fective. But inthe current political environment, re- :
- financial institutions (seeFigurel).

In Malaysia, the government promptly reduced : Countries Where Asset Management

: Companies Have Been Established or
government-run AMC. While it is still too early to - Aire By Comitermp it
tell, the approach appearswell coordinated and com- 3
prehensive. The government plan allows banks to -
retain NPA levels of up to 10 percent. How thiswill
affect bank operationsis not clear. Also, the sound-
ness and enforceability of the government’s policy -
of requiring banks to increase their loan growth to
8 percent appear questionable. The potential impact -
on domestic lending and foreign investment of the
AMC's extensive powers to unilaterally control .
debtor obligationsisnot known. Another unknownis
the extent to which the AMC's plans to enhance
asset values will affect the development of a

solving NPAswill be extremely difficult.

NPA problemsby transferring them to acentralized,

market-based private sector.

The Korean government has achieved major .
stridesin addressing theloan problemsinthefinan-
cial sector. The government AMC faces an impor-
tant challenge but is actively working to improveits -
management of distressed assets. At issue is the
legislative authority of the government AMC to
make working-capital advances to debtor compa- -

nies.

In the Philippines, problem assets are significant -
in extent but substantially less than in other East -
Asian countries. The experience of the AMC in the :
Philippines providesvaluableinsightsinto theimpor- :
- available published sources, and a limited number

tance of operational independence.
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Introduction
Purpose of the Study

The past two decades have seen more than a hun-

financial sector culminate in high levels of
nonperforming assets (NPAS). To resolve their NPA
problems, countries havetried various bank restruc-
turing and asset management strategies. Many coun-
tries have set up, or are setting up, some type of
asset management company (AMC) to acquire,
manage, and recover the NPAs of troubled or failed

2 Shown as shaded areas on the map.
Source: Barents Group, International Monetary Fund, and World Bank.

Thisstudy hasfour objectives:

* To review the impact of NPAs on East Asia’s

financia institutionsand economies,

 Toreview potential strategiesfor resolving NPA

problems,

» To analyze AMCsin general and from an East

Asian perspective, and

* To propose guiding principlesfor thedesign and

operation of AMCs.

The study gives ageneral overview of the reso-
lution strategies and operations of AMCsin seve-
ral countries. (Further details are provided in Ap-
pendixes 1 and 2.) It excludes specific policy rec-
ommendations for East Asian governments. Infor-
mation was gathered from professional experience,



of meetingswith government and private-sector of -

ficialsin Indonesia, Korea, Malaysia, Philippines,
. 3

and Thailand.

Causes and Effects of
Nonperforming Asset Buildup

Asthe“Asian miracle” brought high levels of capi-
tal inflowsto East Asia, thelack of developed capi-
tal markets, coupled with an inexperienced finan-
cial sector, resulted in many imprudent credit deci-
sions. Often, loans were made at the direction or
encouragement of governments, to promote indus-
trial growth and macroeconomic goals. Prudential

lending standards and supervisory safeguardswere

largely absent. Businesses became highly leveraged
and vulnerable to market and economic setbacks.
When local currencies were devalued, major com-
panies could no longer service their foreign

currency—denominated debt. The funding problems

of major companiesled to achain reaction through-
out the economic food chain. Smaller companies
lost their accessto working capital. The credit fau-
cet that had been so free-flowing was abruptly
turned off. Table 1 indicates the magnitude of the
financial crisisin East Asia

High levels of NPAs can severely affect an eco-
nomy in several ways. Earning assets in the finan-
cial sector decline even as operating expenses in-
crease. Management and financial resources are di-
verted to NPA problems and away from more pro-
ductive uses. Theilliquid nature of NPAsand loss of
depositor and interbank confidence often giveriseto
funding problems.

NPA problems can make banks very averse to
risk capital in making new loans. Conversely, banks,
hoping to increasetheir capital, may chooseto take
on even riskier loans. Neither course of action is
good for business. Thefirst resultsinacredit crunch
that slows the pace of economic recovery. The
second only worsens NPA problems. NPA prob-
lems can also dramatically impede the efficiency
of property markets. Real estate propertiestied up
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IELICEM Magnitude of Financial Sector Crisis in
East Asia

Country

Type and Approach

Indonesia Banking System (estimate at peak levels)
(1997 to  » 70% of loans (about 50% of gross domestic
present) product [GDP] in 1997) were nonperforming.

Insolvent Banks

» 16 small banks were closed by the govern-
ment in 1997.

* 54 banks (constituting about one-fourth of
total banking assets) were government-
controlled/-supervised as of year-end 1998.

» 38 banks were closed, 9 were recapitalized,
and 7 were nationalized in March 1999.
These institutions represented about one-fifth
of bank deposits.

Korea
(1997 to
present)

Banking System (estimate at peak levels)

* 35% of loans (about 35% of GDP in 1997)
were nonperforming.

Insolvent Banks

* 5 small banks were closed, 2 large banks
were nationalized, and 7 banks were
recapitalized. These institutions represented
more than one-fourth of total banking assets.

* 18 out of 30 merchant banks were insolvent
(merchant banking assets represented about
5% of total banking assets).

Malaysia
(1998 to
present)

Banking System (estimate at peak levels)

* 30% of loans (about 40% of GDP in 1997)
were nonperforming.

Insolvent Banks

« 10 financial institutions (representing about
one-eighth of total banking assets) received
a RM6.2 billion injection.

» Mergers among commercial banks, finance
companies, and merchant banks are
encouraged by the government.

Thailand
(1997 to
present)

Banking System (estimate at peak levels)

* 50% of loans (about 70% of GDP in 1997)
were nonperforming. Nonperforming loans
(NPLs) for the largest domestic bank were
reported to be as high as 84%.

Insolvent Banks

» 58 finance companies (representing about
one-eighth of total banking assets) were
suspended by the government.

» Government intervened in 6 local commercial
banks and signed memorandums of under-
standing with 4 others. These institutions
represented about one-third of total banking
assets.

Source: Appendix Table A2.1.

as collateral to defaulted loans can create stagnant
property markets with excess capacity. Finally, the
unavoidable government costs of resolving systemic
NPA problems can overwhelm fiscal budgets and
divert resources away from important government
programs.



THE ROLE OF BANK CREDIT

Beforethe Asianfinancia crisis, the export boomin :
the region created tremendous capital inflows that :
went largely to financial institutions, predominantly :
banks. Capital markets were too new or too unde- :

veloped to absorb the funds directly. Thus, financial

leverage provided by banks was used to promote :
fast-paced private-sector growth. Table 2 showsthe :
ratio of domestic credit growth to gross domestic :
product (GDP) growth. Much of thisgrowth went to :
the real estate sector, especialy in Indonesia, Ma- :
laysia, and Thailand where 30 percent or more of :

the loan portfolios werein real estate credits.

AELIEWE Ratio of Growth in Domestic Credit to the
Private Sector to GDP Growth, 1990-1997

(percent)

Country 1990-1995 1996 1997
Indonesia 1.3 1.2 na
Korea 1.1 1.3 1.4
Malaysia 1.4 1.8 2.5
Philippines 3.2 3.2 2.5
Thailand 2.1 15 4.0

GDP = gross domestic product.
na = notavailable.
Source: Calculations based on IMF figures.

THE ROLE OF BANKING REGULATIONAND
SUPERVISION

In anumber of Asian countries, financial liberaliza-
tion and inadequatelicensing controlsresultedinin-
tense competition withinthefinancial sector. Domes-
tic banks had to compete against foreign banks, non-
bank financid ingtitutions, and newly chartered banks.
Competition for business often leadsto arelaxation
of lending standards. The risk of asset deterioration -
is even greater when, as was the case in most of -
East Asia, the financial sector does not have much
experience in managing problem assets. In such an -
environment, it is vitally important to havein place
an effective regulatory and supervisory framework
that promotes safe and sound banking practices. In
East Asia, such a framework did not exist before -
and during the economic boom. Regulators were :
unprepared, and licensing control s, enforcement tool s, :
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and accounting and lending procedures proved to be
inadequate. Capital adequacy and loan classification
criteriawere not well established or enforced. Regu-
latory standardsfor currency risk management, credit
evaluation, and public financial disclosurewerelack-
ing. Easy access to credit, plus intense competition
for loans and inadequate supervision, leads to asset
quality deterioration.

MAGNITUDE OF NONPERFORMING LOANS
AsTable 3 shows, financial institutionsin East Asia
were, or continueto be, burdened with very high lev-
els of nonperforming loans (N PLs).4 As previously
noted, neither NPAs nor NPLs are uniformly de-
fined. The US classifies as honaccrual or nonper-
forming all loans for which interest payments are
past due for at least 90 days. Possibly by using a
more |lenient definition of NPLs, several East Asian
countries appear to have underestimated thetrue lev-
els of their NPLs. According to the central bank of
Indonesia, for example, NPLs for all commercial
banks stood at 20 percent as of March 1998. The
table shows the estimated NPL levels and their per-
centage as well as that of domestic credit to GDP,
during the peak years of the crisis. Asillustrated in
thetable, the amount of leverage or bank creditinan
economy will determine the rea size of the NPL
problem and the ultimate cost of resolution.

NONPERFORMING ASSETS AND FISCAL COST
Many countries tend to put off acting on their NPA
problems partly because the cost of not addressing
them isless direct. However, when they do eventu-
aly deal with such problems, the impact on state
budgets is extensive, as Table 4 shows. Moreover,
given the estimated levels of honperforming loans,
some of these cost estimates are likely to rise.”

FINANCIAL IMPACT OF NONPERFORMING
ASSETS

NPAsaffect thefinancia condition of abank in seve-
ral ways. Banks must set aside loss provisions for
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Magnitude of NPLs

Peak Year % of Domestic % of NPLs to % of NPLs
Country of Crisis Credit to GDP Total Loans to GDP
Indonesia 1998 75 70 53
Korea 1998 100 S5 35
Malaysia 1998 140 30 42
Philippines 1998 30 15 5
Thailand 1998 140 50 70
Mexico? 1995 30 >50 >15
Sweden 1992 60 11 7
United States 1992 60 3 2

GDP = gross domestic product, NPL = nonperforming loan.
2 The government of Mexico has estimated the country’s peak NPL levels to be 13 percent, considering only past-due interest and not the balance of the loans. Aggregate peak NPL

levels are estimated to have been at least 50 percent.

Source: Asiaweek, 8 January 1999; Emerging Markets Investor, November 1998; International Monetary Fund, International Financial Statistics, 1998; and Barents Group

experience and interviews.

Table 4:

Estimated Amount and Annual Interest Cost
of Government Debt Issued to Pay for
Bank Restructuring, as of December 1998

In Local Approximate % of

Country Currency US$ Equivalent GDP
Amount
Indonesia Rp300 trillion 70 billion 29
Korea W74.7 trillion 60 billion 18
Malaysia RM48.4 billion 13 billion 18
Philippines P100 billion 3 billion 4
Thailand B1.6 trillion 43 billion 32
Annual Interest Cost

Indonesia Rp40 trillion 5.4 billion 3.5
Korea W8 trillion 6.4 billion 2.0
Malaysia RM3.5 billion 0.9 billion 1.3
Philippines P11.9 billion 0.3 billion 0.5
Thailand B143 billion 4.0 billion 3.0

Source: International Monetary Fund, World Economic Outlook and International
Capital Markets, December 1998.

adversely classified loans.” Even with more liberal
classification standards, most East Asian banksdo not
earn enough to chargefor these provisionsand would
need to substantially reducetheir capital account. Re-
ductionsin capital can raise severe problemsin com-
plying with regulatory capital and lending limit regu-
lations aswell asin maintaining market confidence.

The morefundsabank needsto reservefor losses,
thelessitscapital leverageto make new loans. Also,
the quality and quantity of bank earnings suffer as
assetsbecome nonperforming. Net interest margi ns
shrink as a result of the loan interest income lost.
Likewise, optionsto increase loan yields are limited

when NPA levels are high and the economy isunder
stress. Good loans are hard to find and banks are
unable or unwilling to make them. Some banks, des-
peratetoincrease asset yield, resort to making higher-
yielding but riskier loans. In general, however, banks
make fewer loans, resulting in a credit crunch. Net
interest margins typicaly are further squeezed by
rising funding costs caused by adeclinein public and
investor confidence. Governments can help offset
rising funding costs by taking such actions aslower-
ing reserverequirementsor providing low-cost liquid-
ity loans or deposit guarantees. The fiscal and mon-
etary impact of such actions should, however, be
carefully evaluated.

NONPERFORMING ASSETS AND THE CREDIT
MARKET

Table 5 showstheimpact of the financial crisisover
the past three years on the growth of loans in se-
lected East Asian countries.” Asmi ght be expected,
the pace of loan growth dlowed dramatically, reflecting
the economic turndown.

NONPERFORMING ASSETS AND THE
PROPERTY SECTOR

Financial ingtitutions directed much of their lending
toreal estate, hel ping inflate market prices. Now that
the bubble has burst and asset values have declined,
the existence of NPAsi s causing continued difficul-



IELICRSE Growth of Loans, 1996-1998 (percentage
change over previous year)

Item 1996 1997 1998
Indonesia

Commercial banks? 24 26 12
Korea

Deposit money banks 16 13 (1.5)

Other financial institutions 22 15 (20)
Malaysia

Commercial banks 25 27 5

Finance companies na 24 (15)
Thailand

Commercial banks 14 25 (10)

Finance companies 14 (64) na

() = negative values are enclosed in parentheses, na = not available.
2 Annualized estimates.
Source: Central banks.

ties in the property sector. As Table 6 shows, va :
cancy rates are increasing while capital valuesand

rentsarefalling in East Asian economies.

NPA problems affect the property sector by leav- -
ing banksand other financial ingtitutionswith alarge -
inventory of existing or potential foreclosed real es- -
tate. Banks are likely to be reluctant to sell these -
properties aggressively to avoid additiona losses. -
Investors, on the other hand, become unwilling to -
buy as long as a large property inventory remains -
because of the potential impact on pricing. There- .
sult is an inefficient market, a sluggish real estate

sector, and a delayed recovery.

When faced with growing levels of NPAs, gov- -
ernmentstend to look to thefinancia sector for rem-
edies rather than commit government resources.
However, thisstrategy often backfires. Governments

must fully understand both the scope of the problem
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and the capacity of the banking sector beforerelying
onittowork itsway out of the situation. Otherwise,
if the banking sector lacksthe required capacity and
particularly if the NPA problem is severe, the prob-
lem could only get worse, and could even put the
country’s political, social, and economic infrastruc-
ture at risk. Programs that effectively resolve sys-
temic NPA problems must beimplemented promptly
and comprehensively.

Programs to Resolve
Nonperforming Asset
Problems

Resolving problemsin the financia sector involves
setting prioritiesand making difficult decisions. The
process is usualy painful and there are no easy
choices. Also, goalsand objectivestend to changein
priority at various stages in a financia crisis. This
section will discuss how these goals and priorities
change and describe the NPA resolution programs
most often used worldwide. Finally, the resolution
strategies used by selected countries will be re-
viewed.

Resolution Goals and Priorities

Resolution goals and prioritiestend to depend on the
nature and magnitude of the crisis as well asawide
rangeof political, socia, and economicfactors. Priori-
tiesusually change over time and objectivesmay con-
flict, resulting in trade-offs and compromises. In the
early stages of asystemic crisis, primary emphasisis

JELEHGE Vacancy Rates, Capital Values, and Rents in East Asia

Office Vacancy Rates (%)

Percentage Change, 1995-1998

Item 1995 1998 Capital Value Rent
Bangkok, Thailand 21 30 (45) (32)
Jakarta, Indonesia 9 23 (67) (42)
Kuala Lumpur, Malaysia 4 15 (22) (30)
Manila (Makati), Philippines 1 8 (13) &

Seoul, Korea na na (8) (4)

( ) =negative values are enclosed in parentheses, na = not available.
Source: Estimates based on charts from Jones Lang LaSalle.



givento preventing the collapse of thefinancial sys- -
tem from causing an economic meltdown. Because |
afinancial system simply cannot function without con- :
fidence, depositors and investors must be reassured :
that there is no need for panic. Without such confi- :
dence, there can be no payment system, no safe ha- :
venfor depositors, and no reliable source of creditto

enterprisesand individuals.

ten givento providing financia assistanceto prevent
bank failures—and the bigger a bank is, the more

considerations.

sources, often tend to rely on overly optimistic as-
sumptions. Bankers, as might be expected, almost
always estimate the cost of rehabilitating their bank
to be less costly than a liquidation or government-
assisted sale to third-party investors.

Other considerations may influence policy. For
example, there may be astrong reluctanceto nation-
alize the banking system because of concerns that
government-run banks would disrupt market-based
banking. This concern is understandable since gov-
ernment-run banks in a number of countries have
been used to fund political initiatives rather than
private-sector needs, and banking services, skills, and
regulation have deteriorated. However, not al coun-
tries are so averse to the “temporary” nationaliza-
tion of troubled banks as part of bank bailout pro-
grams. The success of such actions will likely de-
pend on the extent of the government’s operating
control and the length of time controlling ownership
ismaintained. In general, lessis better.
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Still another factor that affects a resolution strat-
egy is an inherent preference or requirement to re-
tain domestic ownership and control of the banking
system. Governments often rely on their banking
systems to finance projects that would otherwise
requirefiscal budget allocation. Domestic ownership
canasobeapoliticaly sensitiveissuefuel ed by con-

- cernsthat acountry isselling out to foreigners. Last

Governments typically resort to measures such -
asproviding depositors (and often creditors) with full -
guarantees and assuring sufficient liquidity for banks -
to meet depositor demands for funds. Priority isof- -

but not least, domestically owned banks arelikely to
resist increased competition from foreign banks. Such
concernsareasolikely to favor bank assistance strat-
egies over assisted but involuntary salesto new in-

- vestors. However, such preferences usually conflict
- with, and eventually give way to, the greater need to
likely that the government will not letit fail. Minimiz-
ing adverse effects on employment and making credit
more accessible to enterprises are also important

find strategic capital investors.
Inacrisis, avoiding therisk of moral hazard, im-
posing market discipline, and even ensuring opera-

~ tional fairness and transparency are usualy lower-

Fisca considerationsaretypically assigned ahigh -
priority in resolution strategies. Policies are there- -
fore likely to favor bank assistance programs. But
government officials, withtheir limitedtimeandre-

priority objectives. Thisis not to say that countries
areindifferent, as many countries have attempted to
design programs that address such issues. Nonethe-
less, saving the system is the highest and most ur-
gent priority, and compromises may haveto be made
where other objectives are concerned.

Asafinancia crisis and the risk of an economic
free fall subside and the banking system stabilizes,
priorities typically change. Governments now have
more time and experience to evaluate their actions,
andtherisksare also lower. The public also hasmore
time to assess the actions taken. The fiscal, social,
and political implications of the government’s deci-
sions are likely to be scrutinized very closely, and
can often become very contentious. Government
policies often shift from saving banks to resolving
nonviable banksthrough greater use of interventions,
involuntary mergers, or liquidations.

No matter which goals a government chooses
to prioritize, the NPA resolution program must im-
provethe overall health of the banking system and
thus promote economic development. Experience
has shown that there is no panacea or single solu-
tion for all problems. Each crisisis different, and



resolution strategies should reflect each country’s -
unique environment. Several programs have been -
used in the past by governments facing systemic -

banking crises.

Nonperforming Asset Resolution
Programs

ency, and competitiveness.

be found in the appendices.

Bank Assistance Programs

In abank assistance program the government facili-
tatesthe rehabilitation of atroubled bank. Theassis- -
tance takes the form of regulatory forbearance or
financial assistance, which may includethe acquisi- -

tion of nonperforming loans and assets.

REGULATORY FORBEARANCE
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when the government believesthat problems can be
resolved without making afinancial commitment. It
typically includesrelaxing or waiving either or both
regulations and accounting rules. The most common

: examples of regulatory forbearance concern central
~ bank reserve requirements or prudential standards
- such asloan concentration limitations, minimum capi-
A government typically takes one of three ap- :
proachesto solving abank’s NPA problems, depend- :
ing ontheir severity: (i) assist the bank, (ii) assist the :
debtor, or (iii) intervene and take over the manage- :
ment of the bank’s assets. Each program affects the :
way in which NPAs are valued and serviced. The :
first two approachestend to interfere much lessthan :
the third in the way that banks and debtors operate. :
Generally, the government intervenes when it per- :
ceives a bank’s NPA problem to have become too 3
unmanageable for the institution. In this case, a -
government-sponsored AMC is often established. -
The more directly the government involvesitself in -
managing NPAs, the greater the likelihood that po- -
litical concerns may diminish the efficiency of op- -
erations. However, governments are often better able -
to focus effectively on issues of fairness, transpar-
. earnings. Successful forbearance programs must in-

In the next section, three basic approachestore- -
solving NPA problems will be presented as a gen-
eral overview, with several examples from Asia,
Mexico, Sweden, and US. Further information can .

tal requirements, loan classification, and loan-loss
provisioning. Accounting rules are relaxed when
banks are allowed to defer 1oss recognition, for ex-
ample, or to accrue unearned |oan income or record
intangible assets.

Many governments have resorted to some type
of forbearance but with mixed success. In many
cases, the problemshaveworsened, raising criticisms
that the government did not act forcefully enough.
Successislargely influenced by macroeconomic fac-
tors such as the strength of the economy. However,
it also depends heavily on bank management. Expe-
rience has repeatedly shown that bank managers
often find it hard to objectively assess the scope of
their problems and react suitably. Also, managers
desperateto salvage a sinking ship may worsen mat-
tersby taking on greater risksin an effort to improve

clude realistic operational targets for banks, a pro-
cessfor actively monitoring progress, and, if neces-
sary, acredible contingency plan.

In Korea, the government relaxed the provision-
ing requirements for NPAs and for losses on banks

. securities portfolios between 1995 and 1996. InMa-

laysia, the government carried out capital controlsin
September 1998, while progressively lowering statu-
tory reserve requirements. It also relaxed restric-
tions on lending to the property and equity sectors.
The Philippine government, in 1983, granted banks
regulatory forbearance with respect to the require-
ment to maintain reserves against their bad loans.

- As was the case in the US, these East Asian at-
Regulatory forbearance occurswhen the government :
easesregulatory rulesto allow troubled banksto con- :
tinue operating. Forbearanceisa“hold” strategy used :

temptsgenerdly led to afurther deterioration of bank-
ing assets. Very rarely does regulatory forbearance
achieve the desired effect.
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FINANCIAL ASSISTANCE

In addition to, or inlieu of, aforbearance strategy, a :
number of governments have provided financial as- :
sistance to troubled banks. Most governments, :
through their central banks, provide short-term :
liquidity assistance. InMalaysia, for example, the gov- :
ernment recently injected about US$1 billioninto nine |
banking institutionsin return for equity shares. Usu-
aly but not always, liquidity loansare providedona
short-term, fully secured basis, with little, if any, im-
pact onthefiscal budget. A number of countrieshave
also provided longer-term capital assistance, oftenin
the form of debentures that may be convertibletoa
substantial equity interest inthe bank. Inmany cases,
assistance is provided to facilitate the merger of the
troubled bank with ahealthier bank. Such assistance -
typically involvesearnings guarantees, asset losspro- -

tection, or the removal of distressed assets.

While providing financial assistanceisacommon -
practice in systemic crises, it is not without its crit- -
ics. A common complaint isthat financial assistance -
gives rise to moral hazard by protecting bad bank

managers and owners against the consequences of
their actions. Financial assistance transactions typi-
cally raise fairness questions about how bankswere
selected for assistance. In Indonesia, for example,
the government’ s apparent decision to assist amajor
bank immediately stirred public concerns about po-
litical influence. Competing banksalso complain that
assisted banks enjoy favorabl e regulatory treatment,
particularly in the case of banks where the govern-
ment retainsasignificant ownership interest. In Swe-
den, for example, bankers complained bitterly that
almost all assistance benefited a state-owned bank
that used its government ownership and support to
capture market share from private bankers.
Complaints against assistance largely depend on
who getsit and how and when any ownership inter-
ests are sold. If the assistance is made to facilitate
acquisition by aqualified and healthy bank inacom-
petitive saletransaction, criticismislikely tobelittle
and short-lived. Thefaster the privatization, the bet-

- ter for market-based competition. The stronger and

more independent the acquiring bank, the lower the
risk of moral hazard. On the other hand, if assis-
tanceis given to merge one weak bank into another,
theresult can be abigger problem, not a better bank,
as a number of countries have found. In asystemic
crisis, however, willing strategic investors can be
impossible to find, for financial aswell as political
reasons. Domestic banks, fearful of competition, tend
to oppose the assisted sale of troubled banksto for-
eign competitors. Still, several East Asian govern-
ments have moved to help contain losses and attract
new strategic investors by reducing barriers to for-
eign entry. In theend, governments may see no other
option than to assist in the consolidation of banksin
the hope of improving efficiency and performance.
While this course of action may not be the best, it
may well beinevitable.

NONPERFORMING ASSET ACQUISITION

Financial assistance, as noted previously, often in-
volvestheremoval of NPAs. Healthy banks usually
do not want to take over another bank’s NPAs be-
cause of the substantial risk and managerial effort
involved. They want reassurance that the risks are
measurable and small. Also, healthy banksare often
reluctant to manage bad assets because of the drain
on human resources as well asthe potential distrac-
tionsfrom new business development. Trying to sell
assets to unwilling bankers can therefore prove to
be an extremely long and often unsuccessful effort.
The healthier the acquiring banks, the greater the
loss guarantees are likely to be. Rather than sell as-
sets at what are considered to be fire-sale prices,
governments often replace these assets with cash or
bonds. The bad assets are then either left with the
management of the acquiring bank or moved to an
AMC, an entity established to acquire, manage, and
recover the nonperforming assets of troubled or failed
financial ingtitutions. In Korea, for example, thegov-
ernment “encouraged” some banks to take over
smaller insolvent ingtitutions, including some of their
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problem assets, at fair transfer prices. In other cases, -
the government persuaded strategic foreign inves- :
torsto acquire larger banksin return for its promise :
to purchase NPAs of merged banks and supply funds :

for recapitalization.

Debtor Assistance Programs

Another bank resolution program involves govern- :
ment assi stance to borrowers in meeting their debt :
obligations. A number of governmentsfacilitate or :
medi ate debt restructuring negotiations. Others pro- :
videdirect financial assistance. Some countrieshave -
established corporate debt restructuring agencies :
(CDRAS) to encourage voluntary meetings between :
creditors and debtors, and to oversee an indepen- :
dent assessment of acompany’sviability and worth. :
Other countries have established debtor assistance -
programs to ease the burden of decreased employ- -
ment, rising interest rates, or devalued currencies. -
In asystemic crisis, such programstend to bevery -
popular politically and can be as hecessary asbank -
assistance programs. On the other hand, they are
not without risk. Assistance may begiveninconsis- -

tently or unfairly. The programs can raise moral

hazard and undermine apayment cultureif not prop- -

erly managed.

A number of East Asian countries have estab-
lished CDRAsto encourage voluntary meetings be-
tween creditors and debtors. Table 7 lists severa
East Asian governmentsthat have adopted a CDRA
strategy. More details on debt restructuring can be
found in Appendix Table A2.3.

Bank Intervention Programs

In resolving banking problems, governments often
decide that the best course of action isto intervene
and take control of atroubled bank, at least tempo-
rarily. This approach may be used when a bank is
considered so insolvent or so complex that assistance
isnot aviable option. In general, intervention takes
one of threeforms, depending on theintended objec-
tive: formal intervention, informal intervention, or
closed bank liquidation.

FORMAL INTERVENTION

Formd interventiontypically refersto official govern-
ment control of abank and its operations until a per-
manent sol ution can befound. The bank may be placed
under conservatorship, wherein new management is
brought in to run the bank, or alimited-life, special-
purpose “bridge bank” may be created to take over
the operations, deposits, and assets of the failing

IELICWM East Asian Government Participation in Corporate Debt Restructuring, as of August 1999

Total Book No. of Companies
No. of Value of Restructured
Business Applicants’ (book value of
Country Corporate Debt Restructuring Agency Applications Debt restructured debt)
Indonesia (1998) Indonesian Debt Restructuring Agency 4 na na
(INDRA) Jakarta Initiative 251 US$23 billion 24
(US$3 billion)
Korea (1998) Corporate Restructuring Committee 102 na 80
(US$28 billion)
Malaysia (1998)  Corporate Debt Restructuring Committee 62 US$9 billion 13
(US$2 billion)
Philippines (1982) Securities and Exchange Commission 35 na 3
na
Thailand (1998) Corporate Debt Restructuring Advisory Committee 689 US$37 billion 340 agreed
(US$20 billion)
52 actual
(US$3 billion)

na = notavailable.
Source: Corporate debt restructuring agencies.
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private bank. The government-controlled bank con- -
tinues to provide essential banking services but usu- |
ally under strict operational guidelines. Thebasic ob- :
jective is to rehabilitate and then privatize the bank. :
Shareholders’ and other subordinated dlaimsareusu- -
aly paid only inthe unlikely event that funds are left :
over after the fina resolution and repayment of gov- |
ernment funds. Asmay occur in an open bank merger,
NPAs are normally carved out to facilitate privatiz- -
- thecaseif abank had potential litigations or obliga-

ation and placed under separate asset management.

In Japan, the government has partially relied on
this strategy to resolve its banking crisis. If atake- -
over candidate for an insolvent bank cannot befound
within areasonable period of time, the government -
assumes control of the bank’s operations by estab-
lishing a bridge bank. If no recipient bank is found
within a given period to purchase the failed bank, it
- tiesof afailed bank in return for its good assets and

will be placed under liquidation.

One danger of this strategy is that the govern-
ment may not be ableto reprivatizethebank withina -
reasonable time frame, essentially nationalizing the -
~ discounted prices. The bad assets are |eft behind to

bank and directing more credits. In Indonesia, for
example, the government recently took over the
operations of seven banks without clearly articulat-
ingitsplansfor their privatization.

INFORMAL OR DE FACTO INTERVENTION

An informal intervention is one where, rather than
take official control of atroubled bank, the govern-
ment works with the owners to find a solution to
their problems. Typically, ashas occurredin Mexico,
thisinvolves appointing adefacto intervenor to over-
see bank operations. Selected members of senior
management may be replaced and the authority of
thebank’ sboard of directorsiseffectively eliminated.
The purpose of de facto intervention is the same as
that of formal intervention. However, the process
tendsto belessdisruptiveto ongoing operations and
public perceptionsthan formal intervention, although
it also appears less transparent and may raise fair-
ness concerns. The informal approach works best
for bankswith asignificant underlying businessvaue

which would be lost in aformal takeover. Thus, the
processrequiresthe ability to objectively identify such
institutions aswell as gain public acceptance.

BANK CLOSURE AND LIQUIDATION

A thirdintervention optionisto closeand liquidate a
bank. This option is most appropriate for insolvent
banksthat havelittleintangible value or that present
considerablerisk if they are not closed, aswould be

tionsthat could mean largelosses. Bank liquidations
may be handled through purchase and assumption
(P&A) transactions that look very similar to merg-
ers between good banks except that the purchasers
do not take on potential liability for any contested
actions against the closed bank. In P&As, healthy
banks agree to assume the deposits and other liabili-

cash or notes from the government. Asin an open
bank merger, healthy banks are normally not inter-
ested intaking over distressed assets, even at heavily

beresolvedinliquidation or bankruptcy. Alternatively,
if a P&A cannot be arranged, both good and bad
assets would be assigned to an AMC.

Thisoptionistypically not viableif acountry lacks
the fiscal resources and the adequate legal and op-
erational infrastructure to carry out the costly and
complicated intervention. The laws of many coun-
tries restrict bank regulators from closing banks.
Countries have used this approach with small banks,
but very rarely with large banks as such an action
could precipitateabank run. In general, banks should
beliquidated only as part of acomprehensiveresolu-
tion strategy. The World Bank comments:

A strictly market-based approach to failed
banks would call for their liquidation. Indeed,
this is the best solution for isolated, small bank
failures: clean surgery is often less messy than
slow medicine. But where large banks suffer from
a lack of public confidence and large segments
of the banking system are insolvent, liquidation
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only masks the problem. If banking fragility isa
symptom of economy-wide problems, liquidation :
alone is neither practical nor useful. The reso- :
lution of systemic bank problems therefore must :
be part of an overall strategy to restructure and :
inefficiencies in the -

reform fundamental
9
economy.

COUNTRY-SPECIFIC RESOLUTION PROGRAMS

Table 8 highlights the bank resolution programs :

known to be employed in some selected countries.

The Asset Management
Company

Over the past decade, unprecedented levelsof NPAs :
have plagued the financial systems of many coun- 3
tries. In virtually all cases, governments haveinter-
vened to create, or assist in the creation of, AMCs
to manage the resolution of problem assets. One of
the first government AMCs was the Federal De-
posit Insurance Corporation (FDIC) in the United -
States, created nearly 70 years ago to insure depos-
its. Faced with failures to a degree never beforeex- -

BELERSH Country Resolution Programs

perienced, the US Congress decided to centralize
the liquidation of bank assets in FDIC rather than
leave the process to separate court-administered
bankruptcy procedures. Also, during the 1990s, other
countries such as Mexico and Sweden established
major government-owned AMCs. Several countries
in East Asiahave similarly set up AMCsto manage
distressed or nonperforming assets.

Therest of the chapter will focus on government-
assisted and government-supervised AMCs. First,
the objectives of an AMC and the timing of its es-
tablishment will be discussed. Next, three basic
AMC modelsand their specific characteristics, plus
specific examples, will be analyzed. Finally, best-
practice guidelines for designing and operating an
AMC will be proposed.

Objectives and Conflicts

AMCs are established to acquire, manage, and re-
cover illiquid or nonperforming assetsfrom financial
institutions. Relieving banks of the burden of NPAs
should allow them to focus better on financing the
development of new business opportunities that
strengthen the economy. The transfer should help

Regulatory

Country Forbearance

Financial
Assistance

NPA
Acquisition

Debtor
Assistance

Bridge/Bank

Conserv. Liquidation

Chile X
China, People’s Republic of X
Hungary
Indonesia
Japan
Korea
Malaysia
Mexico
Philippines
Poland

X X X X X X

Spain X
Sweden

Thailand X
United States

X X X X X X X X X X X X X X

X X X

X X X X X X X X X
X X X X X X X
X X X X X X

xX X

X X X X

NPA = nonperforming asset.
Source: Barents Group, International Monetary Fund, and World Bank.
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restore depositor and investor confidence and reduce -
thethreat of market disruptions. AM Csshould maxi- |
mize recovery value while minimizing costs. They :
can also help build industry expertiseinloan resolu- :
tion, besides serving asacatalyst for important legal :
reforms in bankruptcy procedures and loan collec- :
tion, aswasthe casein Thailand. AMCscan play an |
important rolein developing capital marketsthrough
secondary asset instruments, as they are doing in

Korea.

AMCs may obtain NPAs in negotiated transac-
tionswith banks, usually as part of abank assistance -
program or as a result of bank interventions. The
primary objective of creating them dependsonone's
viewpoint. Thegovernment isusually concerned with
maintaining financial stability and stimulating eco- -
nomic recovery, whiletroubled banks are most con-
cerned with survival. Typically, governments want -
torehabilitatethe financial sector whilekeeping fis-
cal costsand therisk of moral hazard toaminimum. -
Reconciling these twin objectives can be very chal- -
- forethe problem reaches*crisis’ proportions. None-

Almost without exception, troubled banks want
government assistance but with few or no strings

lenging.

attached. They see AMCs as an important alterna-
tive for removing or reducing their NPA burden, but
they want to obtain ashigh aprice aspossiblefor the
NPAs to avoid further charges to their capital ac-
count. Eventually, banks may “voluntarily” sell their
assets at a price they consider lessthan fair because
the government or the marketplace requiresthem to
bring their distressed assets down to a manageable
level. However, the sale process often involves
lengthy negotiations between thebanksandthe AMC
which unfortunately delay the proper servicing of the
NPAs during the interim.

Timing of Introduction

It is generally agreed that at some point NPAs can
become such a serious drag on the ability of abank-
ing system to serve its economy that the most prac-
tical solution would be to remove them and place

them in an AMC. However, there is disagreement
on what that point is, or when it is reached. Several
signs, however, indicate the need for action. Onein-
dicator isthelevel of NPAsheld by financial institu-
tions. (However, thelevel of manageability depends
on the complexity and composition of the NPAs as
well asthe economic, financial, and political environ-
ment.) Another indicator of severity iseroding con-
fidence, as evidenced by deposit outflows or declin-
ing stock values. Clearly, a country needs to move
swiftly and aggressively to restore confidence when
this occurs.

Still another indicator of severity istheinability or
unwillingness of banks to make new |oans, creating
acredit crunch that worsens an economy’s decline.
A further indicator isasharp declinein formerly ro-
bust rea estate markets, evidenced by increasing
foreclosures, falling rentsand val ues, and agrowing
inventory of unsold properties.

Few countries have demonstrated the political,
economic, and social will to establish an AMC be-

theless, the earlier the NPA problems can beresolved,
the sooner the banking sector can contribute to the
sustained economic recovery of the country.

Asset Management Company
Models

The term “asset management company” (AMC) is
used here to refer to any organizational unit cre-
ated to manage and recover financial assets ac-
quired fromtroubled or failed financial institutions.
Such entitiesinclude asset workout departments or
unitsof banks, bank-owned subsidiaries or affiliated
companies, private companies, and government-
owned asset management agencies. The severity
or systemic nature of a country’s NPA problem
usually dictates the NPA resolution strategy and
the parameters for judging its success. A country’s
institutional, legal, and market conditionsasoinflu-
ence the decision. Typically, the primary goal isto
maximize net present value recovery in order to
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minimize |osses to either the selling bank or the -
government, depending on the AMC model used. -

Government-based AMCs may have additional

challenges such as minimizing adverse market im- :
pact from the asset recovery process or helping to :
rehabilitate troubled banks and distressed borrow- -
ers. Objectives intended to promote economic and :
political stability can create conflicts within AMC :

operations and need to be prioritized.

For example, banks are likely to oppose AMC :
programs to sell assets rapidly at substantial dis- :
counts, out of concern over theimplications on the :
value or management of their own assets. They :
usually argue that values will be driven down un-
necessarily and at substantial cost to the govern- :
ment and the banking industry. In Mexico, despite :
encouraging resultsfrom the pilot program, innova- ?
tive campaignsto sell assetsin equity participation -
transactions with private-sector asset managers
were put on hold because of criticism from the -
banking sector. Inthe US, industry concern played -
animportant rolein legislation designed to prevent
savings and loan assets from being sold below fair
value. Within afew months, the USdecidedtorely -
primarily on competitive marketing to maximizere- -
coveries, rather than trying to maximize asset val-
ues by actively managing assets.”’ Successfor the
US was measured not only by how far costs were -
kept to aminimum but also by how fast distressed -
assetswerereturned to private ownership. Thepre-
vailing view was that the sooner assets were sold, .
the faster the necessary market repricing and effi-

ciencies would occur.

However, the relative size of the problem and the -
markets undoubtedly influence such strategies. In
Sweden, for example, where NPA problems repre-
sented amuch more significant part of theeconomy, -
greater emphasis was placed on maximizing value -
than on carrying out reprivatization. In Indonesia, -
Korea, Malaysia, and Thailand, the government :
AMCsare attempting to maximizevalue by actively :

managing assets.

In general, most bank resol ution programsinvolve
removing NPAsfrom normal bank operations. Usu-
aly, one of two basic AMC models—a bank-based
model or a government-based model—is used. In
the bank-based model, NPAs are transferred to a
specialized bank department or “workout unit” or to
aseparate special-purpose organi zation affiliated with
the “bad bank.” In the government-based model, on
the other hand, a government-sponsored agency is
created to acquire and resolve the bad assets. Many
countries have established one or more of these struc-
tures to deal with their problem loans. The various
approaches used in selected countries are listed in
Table 9.

The AMC models used in these countries vary
in their degree of centralization. Sweden and the

IELICRCE Asset Management Company Models
Used in Selected Countries

Date Workout Bad Government

Country Established  Unit  Bank Entity
Australia 1990 X
China, People’s

Republic of 1999 X
Chile 1983
Czech Republic 1991
Finland 1991
Ghana 1989 X
Hungary 1993
India 1999
Indonesia 1998
Japan 1999 X
Kazakhstan 1995 X
Korea 1998 X
Lithuania 1996 X
Malaysia 1998 X
Mexico 1994 X X
Moldova 1995 X
Norway 1991 X
Philippines 1984 X
Poland 1993 X
Slovak Republic 1991 X
Slovenia 1993 X
Spain 1980
Sweden 1991
Thailand 1998
United States 1989
Venezuela 1994

Source: Barents Group, International Monetary Fund, and World Bank.

15




16

Table 10:

A STUDY OF FINANCIAL MARKETS

Asset Management Company Type and
Approach Used by Selected East Asian
Countries

Country Type and Approach
Indonesia Type
(1997 to  « Indonesian Bank Restructuring Agency
present) (IBRA) — restructuring agency
Approach
 Centralized approach
* IBRA has two main functions: to supervise
banks in need of restructuring and to manage
the assets it acquires in the bank restructur-
ing process through its asset management
unit
Korea Type
(1997 to  + Korea Asset Management Corporation
present) (KAMCO) - restructuring agency
Approach
 Centralized approach; special-purpose
vehicle for the management and disposition
of banking system nonperforming assets
(NPASs)
Malaysia Type
(1998 to  + Danaharta — restructuring agency
present) Approach
« Centralized approach; special-purpose
vehicle for the management and disposition
of banking system NPAs
Thailand  Type
(1997 to  « Financial Sector Restructuring Authority
present) (FRA) — rapid disposition agency

* Asset Management Corporation (AMC) —
restructuring agency

» Radhanasin Bank (RAB)2 — restructuring
agency

* Bank-Based Asset Management Company
(BBAMC)

« Central Bank Asset Managementb

Approach

* FRA - centralized approach; two main
functions: evaluate finance companies’
rehabilitation plans and sell their assets

* AMC - centralized approach; bidder of last
resort for FRA's “bad” assets

* RAB — centralized approach; bidder for FRA's
“good” assets

« BBAMCs — decentralized approach for
commercial banks (private and state),
including the transfer of Krung Thai Bank’s
NPAs to the central bank

2 RAB was initially created to manage the quality assets of the failed finance
companies, leaving the bad assets to the AMC. In January 1998, however, the
government announced that the RAB would no longer serve in this capacity, but
would instead act as a commercial bank.

b |n September 1999, the government announced that Krung Thai Bank would transfer
some of its NPAs to the central bank for management and disposition.

Source: Appendix Table A2.1.

United States are two developed nations that are
deemed to have succeeded in working out their NPA
problems. The US set up a government agency to
manage the asset resolution process. Sweden used
a somewhat more decentralized bank-based model
coupled with close government oversight. Other
countries such as Mexico and Poland have relied
more extensively on decentralized bank-based AMC
models. Table 10 indicates the AMC type and ap-
proach used in selected East Asian countries.
Broadly speaking, a number of factors should be
considered when deciding what benefitseach AMC
model brings and what issues it raises, and which
model istherefore most appropriate (Table 11).

BANK-BASED ASSET MANAGEMENT
COMPANY

There are two bank-based AM C approaches. work-
out unitsand bad banks. In the case of workout units,
the NPAs are moved to a separate bank department
but remain in the bank’s books. In the case of abad
bank, the NPAs are transferred to a separate affili-
ated organization that specializes in managing bad
assets. The assets are no longer reflected in the
bank’s books, at least not on a nonconsolidated ba-
sis. Consolidation would likely occur for the bank or
its parent company where a controlling interest in
the bad bank isretained. The creation of bank-based
AMCs may or may not involve some government
financial assistance.

The bank-based approach offers severa poten-
tial benefits: (i) useof in-house experience and knowl-
edge about the NPA, (ii) maintenance of important
banking relationships, (iii) strengthening of expertise
in the resolution of bank NPAs, and (iv) establish-
ment of new business rel ationships with new inves-
tors involved in asset workouts. Another very im-
portant consideration is that a bank-based AMC is
likely to have more operationa flexibility than agov-
ernment entity. This flexibility can be particularly
valuablein retaining qualified personnel and in struc-
turing transactions.
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JELICHNM Asset Management Company Models

Bank-Based

Government-Based

Item Workout Unit Bad Bank Centralized
Consideration
Extent of industry problems Limited Concentrated Systemic
Need for government funding None Limited Significant
Need for legal reform Low Medium High
Need for special legal powers Low Low/Medium Medium/High
Potential Benefits and Issues
Synergies with originating bank High Moderate to High Low
Conflicts with originating bank High Moderate to High Low
Industry-wide coordination Low Low High

Source: Barents Group.

However, while bank-based AMCs may have -
some benefits, they are not without operational prob- :
lems. Because of their decentralized nature, bank- -
based asset recovery strategies may conflict with :
each other. While competition may benefit investors, 3
there is a greater risk that the lack of coordination
will result in lower recovery values. Where govern- -
ment funds areinvolved, somelevel of coordination -
isdesirableto protect the publicinterest. Therefore, -
the greater the level of government support and the
number of bank-based AMCs, the more persuasive -
the argument for government coordination. At some
point, a centralized AMC would appear to be the -

most practical approach.

The bad-bank AMC approach may also lead to -
conflictsand alack of objectivity withinthebank. Bank
management or loan officers may unduly influence -
the asset management and disposition process. Con-
versely, theAMC may attempt to influenceitsrecov- .
ery rate by persuading the originating bank to buy back
restructured but substandard loans. Also, the decen-
tralized AMC provides greater opportunity for fraud

and outsideinfluence, particularly for larger credits.

Another consideration concerns the legal envi- -
ronment, particularly asset sales, collateral, and -
bankruptcy laws. If thelegal environment ismark-
edly unfriendly to lenders, governments may optto -
push for necessary legal reforms. However, the :
process can be lengthy and controversial. More- :
over, the AMC may have to be given special pow- :

ers that exceed what is normally advisable. In the
US for example, the Resolution Trust Corporation
(RTC) was authorized to override state laws and
set aside burdensome contracts. In Malaysia, the
government provided its AMC with extensive au-
thority to circumvent existing bankruptcy laws.
While such powersmay be beneficial, granting them
to bank-based AMCs may be very difficult politi-
cally. Also, monitoring and controlling such powers
to prevent misusewill beamajor challenge. Where
special powers are needed to override the judicial
branch, a centralized approach may be the only
practical alternative.

Workout Unit

In general, keeping distressed assets within the
bank but in a separate workout unit has some advan-
tages. Organizationally, loan officers are better able
to focus on business development while dedicated
specialists can focus on loan recovery strategies.
Keeping the bad assets within the bank also pro-
vides an opportunity to develop in-house expertise
aswell as capture any spin-off business that results
fromloanworkouts or asset marketing. Further, keep-
ing the activity within the bank should help ensure
orderly communication and data transfer between
the loan department and the workout unit. But for
these advantages to be realized, the workout unit
should have both operational independence and per-
formance-based employment incentives.
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While there are some potential advantages, how- -
ever, the mgjor drawback of workout units concerns :
the remaining exposure to losses. Unless the NPA :
problemismeasurable and relatively small, thework- :
out unit will do little to rehabilitate the bank or re- -
store confidence. If NPA levels are high, aworkout :
model will not be effective without new capital or |
financial assistance. Once government assistanceis
provided, safeguards should be instituted to ensure

fairness, consistency, and objectivity.

The workout-unit approach was adopted in Po- -
landin 1993. The government instructed largely state- -
owned banks to transfer to separate workout units
their assetsthat were classified aslosses or doubtful
assets, representing an estimated 30 percent of total
loans. In return, the government provided financial
assistance to cover loss provisions. It granted the -
banks special powers to negotiate workout agree-
ments with debtor enterprises on behalf of all credi- -
tors. If avoluntary debt workout schedule could not
be reached within oneyear, the bankswererequired -
tofilefor bankruptcy for thefirm, liquidatethefirm,

or sell the NPAs. Within ayear, nearly 98 percent of
thelarger loans had been restructured. However, the
World Bank estimated that 15-20 percent of the
workout cases did little more than delay loss recog-
nition.” It is questionable whether the Polish model
would work for countries like Indonesia and Thai-
land, where NPA levels are much higher and assets
arewidely dispersed and involve mostly the private
sector.

Bad Bank

Instead of creating aworkout unit, banks may be
encouraged by the government to set up bad-bank
AMCs. Asincentives, the government might allow a
more optimistic valuation of transferred assets; not
regquire consolidation for regulatory reporting and
capital purposes; or provide financial assistance to
facilitate the transfer. Frequently, the government
takesasubstantial ownershipinterest in therehabili-
tated “good bank.”

Placing the NPAs in a separate but affiliated
entity does not cancel the previously mentioned is-
sues regarding resources and expertise but it allows
the bank and the AMC to focus more on their pri-
mary mission. Also, it creates two potential sources
of funds to repay any financial assistance from the
government. One is from the sale of the bad-bank
AMC or its assets, and the other is from the even-
tual sale of sharesin the good bank.

The bad-bank AMC also raises the same con-
cernsabout expertise, objectivity, incentives, and the
granting of special powers, noted with the workout-
unit model. Moreover, relying on several bad banks
makesit moredifficult to coordinate asset marketing
or packaging options and precludes the operational
economies of scale that a centralized AMC would
offer. Besides, uncoordinated bad banks competing
to sell in a buyer’'s market are likely to intensify a
downward spiral in asset prices.

Asnoted earlier, governments may need to pro-
vide financial assistance to persuade banks to set
up AMC affiliates. In Thailand, the government
hasindicated that budgetary constraints prevent it
from setting up a centralized AMC for banks asit
did for the finance companies. Banks have there-
fore been encouraged to set up their own AMCs,
but so far the response has not been encouraging.
Only a handful of banks have begun to plan for
such a strategy.

In Sweden, two AMCs established by the gov-
ernment to separately take over the assets of two
banks were eventually merged to take advantage of
efficiencies and economies of scale. The resulting
entity, known as Securum, closed in 1997 after five
yearsof operations. The government provided finan-
cial incentives and operational independence to at-
tract private-sector experts to manage Securum’s
assets. Securum created several subsidiary organi-
zationsto suit different asset types and locations, and
itsstrategy included the privatization (full or partial)
of these operations. Privatization has been taking
place, but its extent is not known.
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Inthe People' sRepublic of China(PRC), thegov- -
ernment recently announced the creation of a bad- :
bank AMC to take up to US$36 billionin assetsfrom :
the ChinaConstruction Bank. The government hopes :
that the AMC will serve as a model for the other -
three large state banks. The bad-bank approach is :
believed to have been chosen because the govern- :
ment feared that the amount of NPAs in the system :
was too large for a centralized AMC to handle. As :
in Sweden, thefour AM Csarelikely to be ultimately :
centralized to take advantage of closer industry co- :
operation, efficienciesgainedin systemsimplemen- :
tation, and economies of scale in asset valuation, -

management, and disposition.

If the NPA problemsin acountry areindeed large :
and widespread, a centralized approach may be a :
better option. Establishing several bad banks may 3
ease some of the pressure on both government and
banks to resolve the NPA problem. However, the -
experience of other countries showsthat governments -
must offer some sort of incentive to create separate -
bad banks. Providing financial assistance can raise -
difficult political and operational issues. Whichever
approach is used, the strategy needs to be carefully
thought out. Having to redo the design, implementa- -
tion, and operation of AMC strategies will increase
- tives. Also, concerns about public perceptions may
- unduly dow decision making.

the ultimate cost of resolution.

GOVERNMENT-BASED ASSET MANAGEMENT
COMPANY

the banks themselves to service. The AMC may be
a special-purpose entity designed solely to acquire,
manage, and recover NPAS, or it may also have other
functionslike deposit insurance or bank recapitaliza-
tion. Because many centralized AMCs are formed
inacrisis, the government is often pressured to en-
act legal and regulatory reforms and may grant the
AMC significant loan recovery powers.
Centralizing NPA problems in a government
agency offers certain advantages. From an opera-
tional standpoint, the government AMC should be
able to achieve certain economies of scalein hiring
and training appropriate staff and building manage-
ment information systems (MISs). Centralizing as-
set management and disposition functions should fa-
cilitate asset packaging and marketing, and ensure
consistency and transparency withinthe AMC. Also,
therisk of different bank-based AMCs competing to
drive down sale values should be reduced. The
greater the number of institutions, the more exten-
sivethe debtor interrel ationships, and the more simi-
lar the assets, the greater the need for government
coordination and oversight. On the other hand, agov-
ernment AMC usually hastaoo little flexibility inits
compensation structure to attract qualified person-
nel or provide performance-based financial incen-

A government AM C should bein abetter position

. to develop strategies that maximize recovery value.
The more systemic the NPA problem, the greater
the need for agovernment-led, centralized approach.
A centralized strategy may also be used when bank
management isnot capable of operating abank-based
AMC. A government generally employs this strat- -
egy as part of a bank recapitalization/restructuring -
program. The government carves out the NPAsfrom
the banks being restructured and replaces the bad
assets with government bonds on the banks' balance
sheets. The NPAs are owned by the government :
and may be managed directly by the AMC, partially -
contracted out to private managers, or even left with :

These strategies might include holding onto certain
assets in order to achieve better pricing, providing
funding to rehabilitate abusiness or an asset, or even
restructuring entire business sectors. The danger here
isthat losseswill increaseif decisionsare based more
on power and politics than on sound business judg-
ment. In Malaysia, the government-based AMC plans
to enhance asset values by giving the state a greater
role in owning and managing certain businesses, a
situation that may impede the development of the
private sector. From a legal standpoint, a govern-
ment-sponsored AM C should bein abetter position
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to receive extraordinary asset recovery powersthat

politically could not be given to the private sector.

healthy ingtitutions, not just failed ones.

HYBRID MODELS

Mexico, the government created a centralized AMC

and amount of recovery has been very slow and sub-
ject to much criticism.

In the Philippines, the government recently out-
lined aproposal for anational AMC that would bea
majority-owned, private-sector asset management
firm. The Department of Finance has reportedly
asked three government banks to contribute up to
49 percent of the equity, with the rest to come from
the private sector. In theory, an approach that com-
bines limited government funding and passive own-
ership with private-sector ownership and expertise
could offer substantial benefits.

Indiais trying out a coordinated private-sector
option. Five commercial banks recently announced
plansto create aprivately owned AMC. The AMC
would buy NPAs from the banks at prices to be
negotiated. If successful, this approach could help
marshal limited asset management expertise, cre-
ate economies of scale, and expand marketing op-
tions. However, much will depend on the satisfac-

tory resolution of pricing standards and funding re-

- quirements.

In April 1999, Japan announced that it was estab- :
lishing agovernment-based AMC, the Resolution and :
Collection Corporation (RCC), modeled after theUS |
RTC. RCC was created through the merger of the :
Resol ution and Collection Bank andtheHousing Loan |
Administration Corporation, which had both tried but
failed in the past to recover the NPAs of the finan-
cial system. Unlike its predecessors, RCC is em- -
powered by new legislation to acquire NPAs from

Recommended Asset
Management Company
Guidelines

Countries have used different strategies to resolve
NPA problemsintheir financial sector. Their experi-
ence suggests that there is no single “best practice”
approach for all situations. However, when imple-
menting an AMC strategy, governments should con-

sider thefollowing guiding principles.

Several countries have used a hybrid model in de- - ASS€t Management Company

signing, implementing, and operating AMCs. In Timeline
A common mistakein establishing any organization
to acquire NPASs, but asset operations were very -
decentralized. The selling banks were retained to -
service these assets with relatively little oversight
and coordination. Despite incentives to encourage

banksto maximize recoveries, progressinthe speed

isto underestimate its complexity and the time and
effort required. Beforeimplementingan AMC strat-
egy, a country should first diagnose the nature and
extent of its banking problems. The findings should
be considered when deciding what type of AMC to
use. Whilenot all-inclusive, Table 12 outlines some
key tasks and general time frames for the design,
implementation, and operation of an AMC. Of course,
much depends on the size of the problem, the level
of government and private-sector expertise in man-
aging distressed assets, and thelevel of devel opment
and sophistication of the market.

The design phase is the most critical as early de-
sign decisions can greatly influence the course the
AMC takes and its ultimate resol ution costs, in both
financial and political terms. This phase must be ex-
ecuted carefully to ensure that the strategy and de-
sign of the AMC are built on as clear an understand-
ing of the problem as possible. For example, over-
emphasizing early NPA disposition before the po-
tential NPA inventory is understood can lead to un-
realistic expectations and dissatisfaction on the part
of government, investors, and the public in general.
Thisisnot to arguethat the asset disposition process
should be delayed unnecessarily. An orderly and com-
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IELICRPE Asset Management Company Timeline

Phase 1—Planning (0—6 months)

Phase 2—Start-Up (4—8 months)

Phase 3—Operations (3-5 years)

Strategic Plan

» Measure size and impact of NPA problem

» Assess funding needs and sources

» Develop resolution strategy and goals

* Design governance structure

* Assess legal environment and needs

« Draft and propose necessary legislation flow

» Develop asset recovery principles

Operations Plan

» Design organizational structure for
operations

« Establish valuation/pricing principles

» Develop communications strategy

» Assess MIS needs and alternatives

 Develop staffing strategy and standards

« Establish outsourcing standards

interfaces

» Develop staffing plans and
position descriptions

* Recruit, select, and train staff

» Design NPA valuation process
and procedures

» Design asset transfer process

« Establish data collection process
and procedures
» Implement MIS and accounting

» Develop operating manuals

* Collect and disseminate data

* Prepare asset management and
recovery plans

» Carry out market outreach programs

* Value and acquire assets

* Service assets

* Sell assets

» Carry out loan workouts

» Undertake asset funding and
enhancement

 Carry out outsourcing and monitoring

* Implement financial monitoring and
reporting

MIS = management information system, NPA = nonperforming asset.
Source: Barents Group.

petitive disposition process will strengthen investor -
confidence in the commitment to resolve NPA prob-
lemsand can provide momentum to therecovery pro- -

cess. However, it is very important that operational

strategies be carefully designed and that the govern-
ment use credible and experienced people who un- -
derstand the issues and can objectively balance gov-

ernment goals with those of bankers and investors.

LEGAL CONSIDERATIONS

For the AMC to operate efficiently, the resolution -
strategy should also include assessing the legal in-
frastructure—the efficiency of the courts’ caseman-
agement system and the adequacy of bankruptcy,
tax, property ownership, collateral, and foreclosure
laws. The government should ensure that appropri-
atelawsarein placeto permit the foreign ownership
of assets. Findly, it should create a framework for

debt workouts.
Many East Asian countries lack the type of legal

infrastructure that is necessary for quick recovery.
While Korea has a court system that is considered -
to be relatively efficient in enforcing collateralized -
claims, many other East Asian countries have laws 3
that are seen astime-consuming, inefficient, andun- -
predictable. The mechanism for collateral registra- :

tionisoften poorly devel oped, particularly for chattel

mortgages. On the other hand, there are legal re- :

quirements that do not seem to serve a substantive
purpose and that can impede the development of
market-based reforms. If the political system does
not facilitate these legal reforms in the given time,
the government should grant the AMC temporary
special legal powers. (Someof East Asia’ skey bank-
ruptcy and foreclosure issues are summarized in
Appendix Table A2.5.)

UNDERSTAND THE PROBLEM AND THE
ENVIRONMENT

Before establishing an AMC, a country should first
diagnose the nature and extent of its banking prob-
lems. It isextremely important to understand the prob-
lem before designing a solution. The liquidity and
solvency of thefinancial sector, including the scope
and complexity of NPA problems, should be care-
fully evaluated. The nature of corporate debt should
beassessed. For example, inmany East Asian coun-
tries, foreign creditors hold significant portions of
domestic corporate debt. InIndonesia, for instance,
foreign creditors hold 60 percent of domestic corpo-
rate debt, according to World Bank esti mates.” The
holding of corporate debt by foreign creditors can
impede an AMC'’s efforts to restructure NPLs to
domestic enterprises. In some cases, the acquisition
of foreign-held debt by an AM C could expedite reso-
lution. However, AMCs are not always authorized
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to acquire foreign-held debt. While the authority to
acquire NPLsheld by foreign-held institutions should |
betightly controlled and limited, in certain casesthe :
acquisition may be economically justifiable. For ex- :
ample, when foreign creditorsown arelatively small :
share of a domestic corporation’s debt but effec- :
tively havethe authority to block arestructuring pro- |
gram, it may make sense for the AMC smply to
- develop a business plan to guide the activities of

A program of bank reviews conducted by quali- -
fied experts should be implemented very early in -
the process. Factorsto be reviewed should include -
not only the banks' financial condition and man-
agement but also their experience and capability to
manage loan problems. The findings of these re-
views should be considered when deciding whether -
to use bank- or government-based AMCs. Action -
plans should be based on the results. In Thailand,
although the government acted promptly toresolve
the NPA problems of finance companies, compre-
hensive strategies still have to be developed for -
dealing with the pervasive problem of NPAsinthe

“buy out their debt.”

banking sector.

In addition to thefinancial problem, agovernment
should also consider the country’scultural, political,
and legal environment when designing an AMC strat-
egy. Thisincludes public and investor understanding
and support for the strategy, creditor attitudes and
experienceinworking with distressed debtors, debt-
ors' attitudes toward paying debts, and the court’s
attitude toward creditors. The political environment
relative to the level of consensus needed to resolve
the crisisand the nature of directed lending hasto be
taken into account. Also, it isimportant to assessthe
relationship of theloan problemsto the economy;, in-
cluding the role of excessive leverage in the crisis
and the degreeto which the crisisisdepriving viable
businesses of accessto credit. Finding the right bal-
ance between providing too much credit and provid-
ingtoolittlecan bevery challenging, particularly when
an AMC is assigned the task of minimizing asset
losses and supporting business recovery.

DEVELOP AND IMPLEMENT BUSINESS PLANS
FOR PROMPT ACTION

Structuring solutions usually involves a number of
steps that take more time than what was antici-
pated or is desirable. Action plans must be devel-
oped and implemented to educate the public, gar-
ner political support, and enact necessary legisla-
tion. At the same time, the country should begin to

the AMC. The business plan should address both
the structural design and the operations of the AMC.
The sooner this plan is developed, the better. An
AMC islikely to need an eight-month “planning”
and “ start-up” period to design policies and proce-
dures, inventory assets, build systems, and hire and
train appropriate personnel.

Onthe other hand, governments must act promptly
to resolve the NPA crisis. A recent IMF study con-
cluded that countries that acted within one year of
the emergence of significant credit problems have
had the most success in resolving their banking
crises.” In Indonesia, for example, the government
has come under increasing criticism for not address-
ing the banking problemsearly enough. In 1993, the
percentage of NPAs to total banking assetsin Indo-
nesia was estimated to be 14 percent. By March
1999, thisfigure had grown to about 70 percent.

RETAIN INDEPENDENT AND OBJECTIVE
EXPERTISE

Many governments have retained foreign expertise
to assist them in diagnosing the problemsin their fi-
nancial sector, developing an AMC strategy, starting
up operations, training local resources, and transfer-
ring expertise. It is important not only for govern-
ments to assess their need for expertise, foreign or
otherwise, but also for them to understand the moti-
vations of their advisers because the advice given
may not always be abjective and neutral. Potentia
conflictsof interest can thusbe avoided. In East Asia,
for example, several investment banking firms that
offered strategic advice on how to package certain
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asset portfolioswere also on the buy side. Although
many investment banks offer sound design and op- :
erational advice, governments should not rely upon :
these advisersto ensure that internal firewallsarein -
place. From experience, it has been observed that :
the integrity of these firewallsiis, at times, suspect. :

To avoid aconflict of interest, or at |east the percep- - Asset Management Company

tion thereof, the selection of foreign consultantsshould - Structural DeS|gn

- Within the business plan, the government should fi-

be made on a competitive basis.
SELECT AND COORDINATE THE
NONPERFORMING ASSET RESOLUTION

STRATEGY AND THEASSET MANAGEMENT
COMPANY MODEL

it may also be counterproductive.

country’s NPA problem.

The existence of widespread NPA problemsdoes -
not preclude the establishment of bank-based AMCs
in lieu of, or in addition to, government agencies. 3
However, decisions to create bank-based AMCs
with government assistance should be made only :
after careful evaluation of the potential for abuse :
and public criticism. Thailand is currently experi- :

menting with this dual strategy. However, experi-
ence has shown that when an NPA problemislarge
and systemic, a single centralized, government-
based AMC ismost effectivein achieving efficien-
cies and economies of scale.

nalizethe AMC's structural design and operationsin

- consultation with its advisers. The best-practice
: guidelines discussed below are meant for those AMC
- circumstanceswhere public funding is necessary and
: government participation isrequired.

The selection of the most appropriate AMC model, :
or a variant thereof, should take into account the -
severity or systemic nature of the NPA problem 3
and the country’sinstitutional, legal, and market con-
ditions. In general, the more pervasive the problem,
the greater the need for governments to play an -
active role in the resolution of distressed assets. -
This might involve the creation of one or more -
government-based AMCs. However, the number
of AMCs should be limited to avoid public confu-
sion and contradictory practices. In addition, al-
though competition between AM Cs may be healthy,

ESTABLISH CLEAR OBJECTIVES

Clear abjectives should be established for AMC gov-
ernance and operations. The objectives should stress
trangparency, fairnessin transactions, and efficiency
in operations, and should be based on redlistic time
and recovery expectations. The objectives should
support maximum coordination and clarity of gover-
nance. Potential conflicts between objectives, such
as having to assist borrowers, expedite saes, and
maximize values, should be minimized as much as
possible. The AMC should be a special-purpose

- vehicle. Having multipleresponsibilitiesis challeng-

InMalaysia, for instance, asingle AMC leadsand -
coordinatesthe asset management and recovery pro-
cess with other government agencies. In Thailand,
on the other hand, the government created several
AMCswithout providing adequate guidanceand co- .
ordination. As a result, the Thai AMCs do not ap-
pear to be working in harmony to resolve the

ing for any organization, particularly anewly estab-
lished AMC faced with carrying out a difficult and
often unpopul ar task. Without clear goals, the AMC
will have difficulties prioritizing tasks and operating
independently.

Where conflicts do exist within the same organi-
zation, priorities should be established. Therelative
importance of value maximization compared with
| oss minimization should be decided early. Thetime-
ly return of assets to the private sector at fair
values should be assigned ahigh priority along with
minimizing market disruption or interference.
Government-subsidized AM Cs should be prohibited
from specul ative or unsubstantiated risk taking. The
AMC should be focused on the recovery of the
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assets of financial institutions and not on its own -
~ flict of interest, or at least the appearance thereof.

Finally, objectives should encourage an orderly :
termination of the AMC's activities at alegally es- :
tablished “sunset” date for privatization. Parliamen- -
tary approval should be required for an extension. :
In most of the East Asian countries surveyed, |
government-based AMCsdo not have alegally fixed
date for ceasing to operate. Although many of the -
governments argued that they could not predict how -
long the recovery would take, this open-ended policy
may discouragethetimely termination of operations. -
Once the nonperforming assets have been brought
down to reasonablelevels, the banking sector should
- are aso not published in Korea and Thailand. In
~ the US, on the other hand, the Resolution Trust
PROMOTE TRANSPARENCY AND CONSISTENCY
The public as well as investors must understand -
and support theAMC'sinitiatives. Thisisespecialy -
important in countries experiencing political un- -
certainties. Priority should be given to explaining
what isbeing done, why, and how. TheAMC should
look for ways of devel oping market outreach pro-
grams. Operational policies and plans should be

survival or expansion.

be sufficiently healthy to managethem.14

made public to help promote transparency and
consistency. An AMC should regularly provide
information on itsprogress. Financia resultsshould
be published, using internationally accepted ac-
counting practices, and should be audited by an
independent entity. Sales transactions should be
broadly marketed and negotiated sales should be
avoided. Many AMC transactions will likely in-
volve negotiations with debtorswhich, for practi-
cal reasons, cannot be opened to the public. None-
theless, policies should be developed to promote
confidence in the integrity of the process. These
would include guiding principles and approval pro-
ceduresto be applied in such negotiations. Similar
steps should be taken for other aspects of AMC
operations. For example, the selection criteriaand
process for hiring administrators to manage as-
sets should be made known.

Lack of transparency can often result in a con-

In Indonesia, for example, the government, while
stating that the AMC had devel oped guidelinesfor
its decision making, has not made these guidelines
known to the public because of the many nontech-
nical dimensions of the NPA problem. In Malaysia,
the AMC plans to issue semiannual operating re-
portsthat provideinformation on asset acquisitions
and recoveries, but does not plan to make its board-
approved operating policies public. In addition, it
does not publish the criteriafor the selection of spe-
cial adminigtrators, appointed officialswho take over
and manage a debtor company. Operating policies

Corporation maintained a public reading room where
most operational and financial documents could be
viewed.

MINIMIZE POTENTIAL CONFLICTS OF

INTEREST

Ethical standards should be developed for employ-
ees and consultantsto promote confidencein thein-
tegrity and fairness of AMC operations. At a mini-
mum, employees and their interests should be pro-
hibited from buying AMC assets, except under very
strict public guidelines. Employees should be barred
from establishing any employment or businessrela-
tionships with potential investors or contractors. As
mentioned above, financial consultants should be pro-
hibited from bidding for specific asset transactions
that they helped to structure.

PROVIDE ADEQUATE OPERATIONAL
AUTHORITY

An AMC's activities are likely to be controversial
and subject to criticism which can impede progress.
Therefore, an AMC must have the independence
and authority to operate efficiently. At the minimum,
this includes the ability to hire and fire employees
and to provide competitive compensation to attract




THE ROLE OF THE ASSET MANAGEMENT ENTITY: AN EASTASIAN PERSPECTIVE

guality personnel. Other important powers include
the power to employ private-sector contractors; to :
spend funds to maintain or enhance asset values :
where appropriate; and to provide financing, equity :
participation, and limited warrantiesto facilitate sales :
transactions. The AMC might also be authorized to :
borrow money and issue government-backed debt. :
Suchauthority should, however, belimited and closely :
monitored. Even with bank-based AMCs, the gov- :
ernment should have some oversight role, depending :
- themediaand its decisions published.

The Philippines experience in NPA recoveries :
shows the importance of operational independence :
for an AMC. The country’'s AMC’s operations are :
overseen by aboard of trustees, which in turn is su- :
pervised by the Committee on Privatization (COP), :
a cabinet-level body headed by the Secretary of Fi- 3
nance. TheAsset Privatization Trust (APT) haslim-
ited operational authority as the COP must approve
- turities should be consistent with asset pricing and

on the extent of itsinvolvement.

al salestransactions.

PROVIDE FOR OBJECTIVE OVERSIGHT AND
GOVERNANCE

sponsibilities should be limited to hiring (and firing)
AMC management and approving proposed oper-
ating and capital budgets, as well as operational
policiesand strategies. Other responsibilities could
include approving rules of ethicsto prevent opera-
tional conflicts of interest and implementing pro-
grams to monitor compliance with approved poli-
cies, budgets, and strategies. Finally, in order to
educatethe public, the government, and AMC staff,
meetings of the oversight board should be open to

PROVIDE ADEQUATE FUNDING

For centralized AMCs, the government must pro-

vide adequate funding, both for the acquisition of

assets and for the operations of an AMC.
Purchase funding. With regard to the funding

of NPA acquisitions, authorizations should allow for

changesin asset volume and pricing. Rates and ma-

recovery strategies. Funds should be recoverable

- and the expected net present value of recoveries
- should at least cover the funding principal and in-
While an AMC should have a great deal of opera- -
tional independence, provisions should be madefor
balanced, nonpartisan government oversight. Re- .
gardless of whether several bank-based AMCs or
asingle AMC isestablished, the government should
consider appointing an independent oversight board
to ensure transparent, consistent, and efficient op-
erations. To give the board credibility, it shouldin-
cludeamix of senior government officialsandwell-
regarded representatives from the private sector. -
Itsmembers might include officialsfrom the Minis- -
try of Finance and the central bank; one or more 3
representatives from the World Bank or the Asian
Development Bank; and private-sector represen- -
tativesfrom thefinancial andindustrial sectors. The
board should not be directly involved in the daily
operations of the AMC and none of its members :
should participatein transaction decisions or be af - :
filiated with specific AMC cases. The board's re- :

terest. Priority should be given to cost and budget
impact. Domestic funding is likely to be the most
cost-effective source. With domestic funds, the
government primarily hastwo choices: direct bank
recapitalization, or NPA purchase in exchange for
bonds. Although direct bank recapitalization would
improve the banks' balance sheets, it is often eco-
nomically and politically unfeasible. The benefits of
swapping NPAsfor government-guaranteed bonds
includethefollowing:
« Sdlinginstitutionsarelikely to bethe most flex-
ible, as market rates would be more costly;
 Bonds could be €eligible for discounting at the
central bank to meet liquidity needs;
* Budget impact islessimmediate;
 Bond interest could be factored into asset pric-
ing; and
* Repayment timing could be related to the ex-
pected timing of recovery.
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A second source of purchase funding would be -
the private sector. The AMC could be granted lim- |
ited authority to raise private-sector funding, but not :
including retail deposits. Finaly, foreign funding may :
also be used, athough this source is generaly the :
most expensive. Under this method, government- :
backed bonds secured by acquired NPAs could be |
issued to ingtitutional investors. In the East Asian
countries surveyed, government-guaranteed bonds
covered over 90 percent of funding. With a bank- -
based approach, the level of government funding
should be minimal. If the problem requires substan- -
tial resources, the government should consider cre-
- straining orders. Although clearly beneficial to the

Operational funding. Funds for start-up and
operations should cover operating expenses, for such
items as salaries, equipment, and systems; asset
maintenance to preserve asset values; and asset en-
hancement to fund viable businesses where appro- -
priate. Potential sources of operational funding in- -
clude the issuance of equity to member banks; pri-
vate placements to sophisticated investors; and bor-

ating a government-based AMC.

rowings from the government, multilateral donor
agencies, or participating banks (channeled directly
to an AMC or to an AMC-backed business or
project). Public equity offerings should be discour-
aged unless values have been clearly established.

PROVIDE FOR SPECIAL LEGAL POWERS

An AMC must have the necessary legal authority to
expedite the acquisition, management, and recovery
process. An obviousbut nonethel essimportant power
istheright to acquire and transfer ownership of loans
without debtor approval. In many countries, asin East
Asia, such authority requires special legidation. Other
specia powersmay be appropriate provided that they
are consistent with overall government objectives.
These powersmight includeremoving loansfrom bank-
ruptcy proceedings, setting aside unreasonable or bur-
densome contracts, and disavowing improper changes
in loan terms. Other specia powers to consider in-
clude overriding obstructive state or provincia laws,

gaining exemption from court restraining orders for
saletransactions conducted in compliance with estab-
lished AMC palicy, and setting aside empl oyment regu-
lations governing state enterprises to be privatized.
While such powers may beimportant during acrisis,
they should have sunset provisionslimiting their life.
Also, the oversight board should closely monitor the
useof specia powersto minimize confusion or abuse.

In Malaysia, the government granted the central -
ized AMC special powers which included the au-
thority to set aside contractual obligations, to remove
creditors from court bankruptcy protection, and to
engage in transactions without the risk of court re-

AMC'soperations, the granting of special powersto
control all of adebtor’s obligations, including those
made subsequent to the NPA purchase, raises con-
cernsregarding the potential impact on domestic lend-
ing and foreign investment. Although special powers
enable the Malaysian AMC to resolve an NPA cri-
sismore effectively, proper safeguards should be put
in place to limit the time frame in which the AMC
can use those powers.

Asset Management Company
Operations

While all aspects of AMC operations areimportant,
several deserve specia consideration. Theseinclude
the design and staffing of its organization, its asset
valuation and management procedures, and the quality
of its management information systems.

DEVELOP BUSINESS PLANS

To succeed, an AM C must adopt and implement strat-
egiesthat are consistent with its established operat-
ing policies and priorities. These strategies should
include business and action plans that define objec-
tives and performance benchmarks. Responsibility
for accomplishing objectives should be clearly as-
signed to those responsiblefor devel oping strategies.
Standards and procedures for acquiring, recording,
and controlling assets should be part of the plans.
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Sample Organization Chart for an Asset Management Company

Asset Operations

Management and Disposition
(Multiple Units as Necessary
By Type and/or Location)

Sales

Governing Board
Internal Review [
Chief Executive
1
\-{Suppon Operations] u Corporate Finance F """"""" D
Legal Accounting '
H ; H and —
services reporting Acquisitions
Corporate affairs "f%g?%%’yggt .
transactions H Due diligence
systems valuations
Internal controls Data integrity
Administrative Records transfer
services Funding classification
| operations
Human resource
contracting
Facilities management

Corporate
communications

Official records
Government affairs
Media relations

Source: Barents Group.

ORGANIZE FOR EFFICIENT AND EXPERT
OPERATION

Positions and responsibilities. An AMC should -

clearly identify organizational rolesand responsibili-

ties. It should have an organi zation chart that defines -

functional and decision-making responsibilitiesinclud-

ing therole of an operating committee. Figure2isan -

example of ageneric AMC organization chart.
Ethical and efficient operations should be pro-

moted. Streamlined delegations of authority should -
be developed, with approval procedures related to

the size or materiality of the transaction. Internal
controlsshould be designed to minimize partisan, self-

serving, or corrupt influences. Mgjor decisionsshould 3
require approval by the operating committee. Records -
of committee meetings, as well as any supporting

documentation, should be kept for subsequent review.

In addition, an independent process of monitoring :
compliance with established ethics, fairness, and -

transparency policies should be established.

Mark|eting l

Capital markets
Domestic markets

4 Property Department ]

Maintenance
enhancement

Loan Department International markets
Servicing
Restructuring ,—‘—\
Foreclosure
Debt/Equity swaps Partnerships Bidder qualification

Bid evaluation
Documentation
Data room management

Auctions
Negotiated sales
Broker sales

Equity
Department
I
Operational reviews
Turnarounds

management

Human resource development. AMC staff
will require expertise in asset management, includ-
ing asset appraisal, property management, and the
conduct of workouts. Experience in banking, law,
public relations, accounting, and marketing will also
be required. The AMC should be able to provide
competitive compensation, preferably including
performance-based incentives. Devel oping the nec-
essary employee resourceswill also necessitate spe-
cialized on-the-job and classroom training programs,
procedure manuals to ensure operational consis-
tency, and employee ethics standards.

Private-sector expertise. Plans should be de-
veloped to make the best use of private-sector ex-
pertise. Areaswhere the use of such expertisewould
result in quicker and more efficient operations should
be identified, and transparent procedures should be
developed for selecting the best-qualified consultants.
Joint ventureswith foreign partnersto outsource the
management and disposition of NPAsshould begiven
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serious consideration. The use of contractors offers -
several advantages, particularly when the AMC is |
government-run. These advantagesincludeincreased :
flexibility in compensation arrangements, greater :
ability to leverage limited employee resources, and :
greater speed and flexibility in both “ramping up” :
and downsi zing with changesin the asset inventory. |
Still another potential benefit isthe further distancing
- swapswith borrowers or in determining the funding
- cost of providing equity participation. Additionally,
- asset valuation procedures are necessary in moni-
- toring and reporting on thefinancial condition of the
TheMISsshould be assessed very early onand plans
should be developed for creating anintegrated MISs
environment that fully supports management’sneeds.
M1 Ss needs should be assessed by expertswho have
both an understanding of MISs needs and best prac-
tices worldwide and the capability to adapt those -
needsand practices. Theinformation systemsshould -
include general and subsidiary ledgers, cost account- -
ing, and asset valuation to support both financial re- -
porting and asset management, loan servicing, and

of transactionsfrom political influence.

PROMPTLY EVALUATE AND IMPLEMENT
MANAGEMENT INFORMATION SYSTEMS

asset management monitoring. The design of the
MISsshould consider the systems’ probablelifecycle
and allow for regular reevaluation. The most imme-
diate need isaninventory system that can handlethe
anticipated data volume; is user-friendly when it
comes to sorting and updating; can facilitate elec-
tronic data transfers from originating or serving in-
gtitutions; and can integrate financial management
system needs with the overall MISs strategy.

VALUE ASSETS CAREFULLY AND
CONSISTENTLY

The value assigned to AMC assets can have atre-
mendous impact on how the AMC operates. Valua-
tion techniquesare needed in order to makeinformed
decisions regarding asset purchase price as well as
the timing and the nature of sales transactions and
other sales strategies. In general, valuation policies
must relate to disposition strategies and should be
based on realistic values. A number of sales tech-

niquesare possible. They include portfolio sales, open-
outcry and sealed-bid auctions, securitization, and
equity participation transactions. The val uation pro-
cess can also influence other decisions, such as
whether or not to provide seller financing or to fund
asset enhancements (or even the operations of a
business). Valuation should play amajor role in de-
ciding whether or not to engage in debt-for-equity

AMC.

Standards and procedures. The first step in
valuationisto collect the necessary information about
the loan and then to stratify and prioritize the assets
by size, industry, operating condition, and location.
Sourcesof informationincludeloan files, bank files,
service providers, bankruptcy procedures, thetrustee/
receiver, feasibility studies, and appraisals. TheAMC
should specify the minimum level of information de-
sired for each category of loans, but the requirements
should be practical and should consider the availabil-
ity of information and asset value. It should require
selling banks to furnish asset information to guide
better-than-“liquidation” pricing. The type of infor-
mation that is necessary for analysis may include
rescheduled loan payment and workout plans, pay-
ment history, rank of obligation in priority of claims,
property descriptions, and description and value of
collateral. With this information, the AMC should
determine a valuation methodol ogy, based on asset
categoriesand recovery strategies, and then develop
amathematical model to derivetheinvestment value.
The more significant an asset, the more rigorousthe
valuation effort should be. The AMC should develop
due-diligence material, ideally in astandard format,
taking the asset information into account.

Valuation standards. In principle, the AMC
should baseits pricing and asset disposition decisions
ontheadlternativethat realizesthe highest net present
value, considering all internal and external operating
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costs. Specifically, these guidelines should be fol- -

lowed:

* Net-present-value (NPV) calculations should
be used in determining the best asset exit strate- :

gies,

* A standardized approach should be developed

for applying discount ratesto NPV calculations;

* NPV discount rates should reflect credit risk, :
thevalue of collateral, guarantees, and other en- -

hancements;

* Standards should be developed for estimating the :

timing of cash-flow recoveries;

» Standards should be established for defining re- :
coveries, particularly for restructured loansand -

equity positions;

« Standard direct/indirect overhead rates should -
be developed and factored into NPV calcula

tions; and

» NPV results should be evaluated for consistency
withinvestor return requirementsand overall dis- -

position goals.

Thebroader or moreliquidthemarket is, theeasier -
it becomes to determine value. One can reasonably -
estimate an asset’s value by looking at prevailing
prices, with an appropriatelevel of marketing. How- -
ever, the poorer the market conditions or the more
unusual the asset, the more difficult the valuation. .
For most illiquid assets, estimating the amount and

IELICHKE Valuation Models

timing of future expenses and collections requires a
considerable amount of educated “ guesswork.”

Models and systems. The AMC should develop
valuation model sutilizing funding costsand required
returns, cash-flow assumptions, net-present-value
discount rates, vauation formulas and assumption
standards, loan classification categories, and infor-
mation requirements. Asindicated in Table 13, the
AMC may choose different valuation techniques
depending on the circumstances.

Valuation systems should also be developed and
implemented for inventory, asset management, and
loan servicing. Theinventory systemwill enablethe
AMC to efficiently stratify its assets for manage-
ment and sales. The asset management system will
assist the AMC in the effective pricing, management,
and disposition of assetsin amanner that maximizes
their value. The loan servicing system will provide
the AMC with asystem for managing the collection
of payments, the placement of hazard insurance, and
the payment of taxes. Servicing also consists of such
operational procedures as customer service, loan
administration, |oan accounting, investor and regula-
tory reporting, and delinquency analysis.

Realistic pricing. The value assigned to the as-
sets being transferred to the AMC will have ama-
jor impact onthe AM C’s successin managing them.
The transfer values should be set low enough for

Approach/Model When to Use

Process

Market

companies

Adjusted Book Value
(Liquidation)

rapid disposition is planned

Discounted Cash Flow

Derived Investment Value For loan portfolios

AMC ownership of an operating
business with comparable traded

AMC ownership of a struggling
business with no comparables and

For most businesses, where debt
restructuring or sales are likely

Collect and analyze market information,
establish price/earning multiples, and apply
to the firm’s normalized earnings

Adjust the firm’s reported assets and
liabilities to approximate the market value of
an operating business

Estimate future cash flows from the firms
and discount them at an appropriate rate to
estimate the present value of firms

Estimate cash flows from collateral, with
minimal concern for repayments

AMC = asset management company.
Source: Barents Group.
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the AMC to break even at least on the recovery of -
the assets. This usually means setting transfer val- |
ues lower than what selling banks would normally :
consider fair value. Such concerns can be reduced -
by the transfer of an AMC’s equity shares to the :
troubled bank’s shareholders. The value of assets -
transferred should reflect realistic current market -
prices so that the AMC is not motivated to delay the
resolution of problems for fear of incurring losses.
Furthermore, the values should ensure that the AMC
does not suffer losses so that public confidence in
the government’s management of the situation re- -
- get. The AMC should develop a senior-level pro-

Thefollowing two examples highlight the differ-
ent methods used by countries. In Mexico, the gov-
ernment generally paid a price for the NPAs that
was at the high end of the valuation spectrum, as -
determined by special audits. To provideincentives -
for asset recovery, the AMC implemented a loan-
lossprogram inwhichthesalling, andinthiscasethe -
servicing, banks had alimited share of theadditional
losses derived from the sale of the assets. In Malay-

mainshigh.

sia, the AMC valued each NPA itself, on the basis
of the net tangible asset and discounted cash flow
methods. Instead of providing loan-loss provisions,
the Malaysian AMC offered to share with the sell-
ing bank up to 80 percent of any profits earned from
asset recoveries. Asboth countries AMCshaveonly
begun to dispose of their assetsin ameaningful way,
itisdtill too early to assessthe effectiveness of each
model.

ASSET MANAGEMENT AND RECOVERY

Provide for Interim Asset Management

Most asset management experts agree that it is
very important that assets, especially past-dueloans,
be proactively managed to minimize losses. How-
ever, often thereis along delay between thetime a
decision to transfer assets to an AMC is made and
thefinal transfer iscompleted. Then, oncethetrans-
fer is accomplished, developing asset management
and recovery plans (AMRPs) can take a significant

amount of time and due-diligence analysis. These
time delays can result in a major loss in potential
recoveries. Provisions should be made early for in-
terim asset management while such plans are being
developed.

Develop and Implement Asset Management

and Recovery Plans and Principles

Performance-based AM RPs should be devel oped
for each major asset or group of assets. The AMRPs
should detail proposed recovery strategies and in-
clude cash-flow projections and an operating bud-

cessfor approving AMRPs and any material modifi-
cationsinthem. Programsfor monitoring compliance
with AMRPs should be developed.

Some basic principles are suggested to guide the
development of AMRPs. Firgt, preference should be
given to cash transactions over other forms of pay-
ments. The value of equity interests or other non-
cash recoveries is arbitrary and subject to change.
For similar reasons, it is also suggested that seller
financing be underwritten prudently and used spar-
ingly. When developing AMRPs, it isal so important
to measure funding costs and understand how dif-
ferent internal rates of return (IRR) can affect a
recovery strategy. AnAMCislikely to havethelowest
cost of capital or IRR, foreigninvestorsare likely to
have the highest IRR, while the original debtorsare
likely to have an IRR falling somewherein between.
The impact of these IRR differences has at times
led to disappointing results.

One example where IRR differences have oc-
curred isin equity participation transactionswith in-
ternational investors. Typically, these agreements
permit a foreign investor to purchase assets at at-
tractive prices, with the AMC sharing in any recov-
ery upside. However, acapital market investor hasa
cost-of-capital incentiveto accel erate cash flowsthat
may not always be in the best interest of the AMC.
Sales strategies should not preclude such transac-
tions, particularly to the extent that they bringin nec-
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essary capital or expertise. However, it isimportant
that the AMC fully understand the costs involved -
when engaging in such transactions. The experience :
of some countries, such as Thailand, has shown that -
investorsin such transactions primarily engagein debt :
collection and negotiations. An alternative approach :
that should be considered would be to retain quali- :
fied asset managers or loan servicers on a contrac- :
: approach that is supported by careful evaluation. For

tual basis.

With regard to AM RPs, some specific recommen- :
dations include using bulk sales to dispose of large :
volumes of small-balance assets, including smaller :
packagesfor local investorsand larger lotsfor insti- :
tutional investors. One of the main criticisms of
Thailand's asset sale strategy was that the AMC,
acting on the advice of an investment bank, pack- :
aged lots too large for the domestic investor. As a 3
result, the AMC sold many asset portfoliostoacap- -
tive market of largeforeign investment banks. Also, -
to the extent practicable, assets with homogeneous
typesof collateral or ownership, or assetswith simi- -

lar size debts, should be packaged together.

Support Decisions with Cost-Benefit Analysis

With regard to decisions to spend funds to en- -
hance asset value, guidelines should be established -
requiring a rigid cost-benefit analysis. The same -
analysis should be used in making decisions about
holding assets for better pricing. Such cost-benefit
analysis should include adetermination of the poten-
tial upside, including an assessment of the desired
upsideand thelikelihood of asset realization, the po-
tential downside, and any holding costs, such asin-
terest and servicing or maintenance. The analysis
should consider and document the potential for in- -
creased |oss exposure, interference with market in- -
efficiencies, moral hazard, and selectivity concerns.
Holding costs, including funding and expenditurefor -
mai ntenance, taxes, and both direct and indirect man- -
agement costs, should be carefully evaluated. The :
AMC'srelative expertise in maximizing collections :
- tribute to excessive NPA growth. Such factors

should also be considered.

Resolving nonperforming business loans can be
especially challenging because of employment issues
and valuation difficulties. An AMC will likely be un-
der intense pressure to hel p finance businesses or fac-
toriesexperiencing operational or financial problems.
Also, assisting some companies and not others will
undoubtedly raisefairnessissues. Nonperformingloans
require aconsistent and transparent decision-making

this purpose, policies regarding the funding of busi-
nessoperationsthat consider expected costsand risks
aswell aspotentia rewards must be established. Such
loans should be assigned to asset managerswith busi-
nessrecovery expertise who can review businessand
financial operations and objectively develop the best
business strategy. Decisionsto rehabilitate abusiness
should be supported with salesgoals, financia targets,
and cash-flow projections, as well as procedures for
monitoring and enforcing compliance.

Conclusion

- Transferring NPAs from operating banks to AMCs
. canplay avitd roleinrehabilitating thefinancial sector

and the economy it serves. However, asindicated in
this study, there are many operational and valuation
issues to address. At the time of this study, most
East Asian AMCswerestill early in the processand
strategieswere still evolving. Designing and imple-
menting an NPA resolution strategy can be a diffi-
cult challenge. Perhaps the most important consid-
erations, though, areto realistically assess the mag-
nitude of the problem and to act decisively and quickly.
The longer systemic NPA problems go unresolved,
the greater they will grow and the worse their im-
pact will be on the economy.

Itisa soimportant to understand that while AMC
strategies may resolve NPA problems, curing bad-
loan symptoms does not hecessarily remedy the un-
derlyingillsinthe financia system. As stated early
on and throughout this study, many factors can con-
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include too easy accessto funds, undeveloped capi- -
tal market alternativesto bank credit, lack of indus- -
try independence or experienceor both, aninadequate :
supervisory structure, insufficient appraisal, weak :
accounting and disclosure rules, and a creditor- :
- of repeatedly facing system-wide NPA problems.

unfriendly legal environment.

Measures to resolve NPA problems would be
woefully incomplete without acareful and objective
analysis of their causes, followed by the implemen-
tation of acomprehensive action plan to correct any
deficiencies. Failureto do so only increasesthe risk
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Appendix 1

Asset Management Companies
of Selected Asian Countries

dent, and four vice chairmen appointed by the
Ministry of Finance. AMU istherefore not inde-
pendent, but (as a subsidiary of IBRA) reports
directly to the Minister of Finance.

INDONESIA

Asset Management Unit Special powers

Structural design
Creation

* In addition to thetask of overseeing the bank re- :
habilitation process, thedisposa of bad assetswas :
centralizedinthelndonesian Bank Restructuring :
Agency’s (IBRA’s) asset management unit :
(AMU) department. AMU'’s original mandate :
was to handle the nonperforming assets (NPAS) :
of the 54 troubled banks that were under the di- -
rect control or supervision of IBRA. In March :
1999, thegovernment indicated that it wasinthe -
processof transferringall theNPAsof state-owned -

banks and therecently closed 38 banksto AMU.

Goals and objectives

« AMU’s objective is to maximize recovery and
jumpstart investor interest. It plans to build a
warehouse of assets, managing theworkout loan

portfoliotoretain value.

Time frame

* At first, IBRA was responsible for supervising
the banksunder itscontrol, but thisresponsibility
has since been transferred to Bank Indonesia.
IBRA was expected to complete its rehabilita-
tion of thelocal commercial banksunder itssu-
pervision by the end of 1998. On 6 November
1998, the government agreed to extend IBRA's
life by four years. AMU officialsdo not believe
that they have a specific time frame, but esti- -
mated that their work would be donewithinthree

to seven years.

Governance/Authority

« AMU is supervised by the Finance Minister. It -
is headed by a chairman appointed by the Presi-

* TheDirector General of Financial Institutions at
the Ministry of Finance indicated that the gov-
ernment deliberately provided IBRA with the
authority to prevent the agency’sdecisionsfrom
being challenged in court. “ There hasto be spe-
cial power because we are in a crisis and we
haveto movefast,” hesaid. IBRA hasbasically
been given carte blanche in its efforts to reha-
bilitate banks under its supervision even when
its actions will contravene existing laws. AMU
canforeclose on aloan without going to the courts,
evenif the debtor is seeking protection from the
bankruptcy court. Becausethelegal environment
does not permit the buying and selling of loans
without debtor approval, special power was pro-
vided to IBRA to buy loans. However, the right
to sell the loans was inadvertently omitted, al-
though government officials have indicated that
thisomission will be corrected.

Funding

*The acquired NPAs will be replaced by
government-guaranteed bonds, which will have
a minimum holding period. In return, the state
will get equity in the banks. AMU plansto fund
its operating expenses from asset recoveries.

Transparency

* AMU maintainsthat transparency iscrucial for
itsorganization, although aMinistry of Finance
official said that transparency in decision mak-
ing is difficult because of the many nontechni-
cal dimensions of the NPA problem. Officials
statethat there are guidelinesfor assisting com-
panies, but these policies are not known to the
public.
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Operations
Organization

* AMU isorganized intotwo major divisions: Asset :
Management Credit (AMC) and Asset Manage- :
ment Investment (AMI). AMC division manages :
and disposes of financia assets. In those cases :
where AMU has acquired an equity ownership |
from shareholders, AMI will perform duediligence
on the company and determine whether or notto
invest capital, restructure, merge, or liquidatethe

firm. A team is assigned to each obligator.

Asset valuation and acquisition

* All banks supervised by IBRA must sell to AMU
for Rpl their category 5 loans, which the gov- -
ernment estimates to be 80 percent of al loans.
Although a bank may sell its category 3 and 4 -
assets to IBRA if both parties can agree to a
price, no such transaction is believed to have -
occurred. AMU usesdiscounted cash flow analy-

sis to value the assets.

* Asof February 1999, AMU had acquired Rp430
trillion worth of assets from the banks under its
supervision. This figure includes about Rp230

trillionin mostly category 5loansand about Rp200
trillion worth of corporate assets obtained from
bank ownersin settlement of their obligation to
repay liquidity support from the central bank.

* As part of the 13 March 1999 banking reform
measures, all NPAs of both state-owned banks
and the 38 closed banks will be transferred to
AMU. NPAs will be sold to AMU at net book
value.

Asset management and recovery

* Assets transferred to AMU are classified into
four categories:. retail assets, consumer assets,
physical assets, and corporateloans. AMU plans
either to sell theretail and consumer loansinthe
first nine months or to subcontract them out to a
bank for servicing. Inall, it plansto contract out
80 percent of theloan accounts, or about 20 per-

cent of the total loan value. AMU has about
160,000 separate loan accounts, totaling Rp230
trillion. Most of theseloansare classified as cat-
egory 5. About 75 percent of these loans areto
large corporate accounts, mostly to property-
related businesses. Most corporate loanswill be
managed directly by AMU. There will be no
performance hurdles. Borrowers who want to
repay but cannot afford to do so because of the
crisis will be helped with working capital and
trade finance until their business recovers and
they can servicetheir loansagain. In most cases,
AMU will use an auction processthat isfocused
onlikely investorsbut opentoal. It also plansto
utilize profit-sharing schemes.

« Creating value. In dealing with the companies
surrendered by debtors, the government plansto
create value by restructuring and merging com-
panies. The goal is consolidation within indus-
tries. If strategic investors cannot be found for
the eventual privatization, the companieswill be
soldthroughinitia public offeringsinthe capital
market. AMU believesthat the companies should
be abletoraisefundsontheir own, butitiswill-
ing to offer loan guarantees. All companies are
required to submit business plans.

* Asset recovery. All in al, AMU has sold Rpl.6
trillion worth of assets, through 26 auctions of
bank-owned vehicles and other properties, rais-
ing some Rp200 billion. According to its chair-
man, IBRA planned to recover 27 percent of
the assets under its control by end-1999. AMU
was to go on aroadshow to market the assetsin
February. According to the government’s bud-
get, recovery from asset salesisexpectedto bring
Rp17 trillion for the 1999/2000 fiscal year start-
ing April 1.

Management information systems

*« AMU currently uses one of the banks systems,
UNISYS, to service theloans. It does not have an
inventory system or acollatera valuation system.
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Human resources

* Over 90 percent of AMU’s asset management :
team of 170 personnel are from the private sec- :
tor, including bankers, loan administrators, and :
industry specialists. IBRA hasindicated that it -
will recruit, on acontract basis, over half of the -
17,000 bank employeeslaid off inthe 13 March :
1999 round of bank closuresto providelogisti- :
cal support inthetransfers of assetsand liabili- :

ties.

Bank-Based Asset Management Companies

* In September 1998, the government stated that :
non-IBRA banks could either form their own
asset management companies or ask IBRA for :
help. A Ministry of Finance official indicated that :
the government isleaning toward amore decen- 3
tralized approach in managing the system’s -

NPASs.

KOREA

In resolving nonperforming loan problems, the Ko-
rean government isrelying primarily on acentralized -
government-based AMC model. In 1997, the gov-
ernment assigned therole of purchasing bad loansto
the Korea Asset Management Corporation -
(KAMCO). More recently, the government autho- -
rized the creation of bank-based AMCsto facilitate .
the sale of two major banks, but the AMCshavenot

been established.

Korea Asset Management Corporation
Structural design
Creation

« KAMCO is the government entity responsible
for purchasing nonperforming assets to support -
the restoration of the financial sector. KAMCO
wasoriginally establishedin 1962 by Koreanlaw
to manage the foreclosure and sale of assets at- -
tached for tax arrears, the liquidation of corpo- :
rationsreverted to thetreasury, and the handling :
and disposition of government-owned properties. :

KAMCO alsoforeclosed and disposed of finan-
cial ingtitutions’ nonperforming assets on afee
basis. In 1997, through a special NPA Fund,
KAMCO's role was expanded to include the
purchase of nonperforming assets’ to assist
in the rehabilitation of the financial sector.
KAMCO's expanded mission was to assist in
the restoration of the financial sector’s sound-
ness and the recovery of the Korean economy.
KAMCO became a public-sector “bad bank,”
and a nonperforming assets fund was created to
finance the purchase of nonperforming assets.
The government of Korea, the Korea Develop-
ment Bank, and 24 banks are shareholders of
KAMCO.

Goals and objectives

* The objective of KAMCO is “to expedite effi-
cient disposal of NPAs for the betterment of li-
quidity and soundnessof financial ingtitutions, thus
contributing to the development of financial in-
dustry and national economy.”

Time frame

 Although KAMCO does not have a legisla-
tivelimit, it plansto sell itsentire portfolio by
2003.

Governance/Authority

*On 1 April 1998, KAMCO was placed under
the supervision of the Financial Supervisory
Commission’s (FSC's) Financial Supervisory
Services and removed from the supervision of
the Ministry of Finance and Economy (MOFE).
KAMCO ismanaged by anine-member board of
directors(consisting of its president, deputy presi-
dent, auditor, and six directors), a 12-member

INonperforming loans to be acquired by KAMCO are defined as
follows: substandard—loans that have been in default for three
months or longer; doubtful—loans with expected losses of an
undeterminable amount; and assumed loss—Iloans with expected
losses of determinable amount.
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management supervisory committee (consisting
of KAMCO's president and one member each |
from MOFE, FSC, the Korea Deposit | nsurance :
Corporation [KDIC], the Korea Development :
Bank, the Korea Federation of Banks, the Ko- :
realnstitute of Finance [current, not permanent, :
member], Cheil Bank, Hanvit Bank, and |
Kyoungnam Bank, alawyer, and an accountant
[current, not permanent, member]), and an ex-
ecutive director. KAMCO officials believe that
they are able to operate with a good degree of -

operational independence.

Special powers

* Currently, KAMCO has no special authority, a-
though pending legislation would permitittoap- -
point a special administrator to manage a -

borrower’s business or assets or both.

Funding

* About 90 percent of KAMCO's funding comes
from issued bonds. KAMCO bonds haveama
turity date of three years from issue. They pay
guarterly interest in arrears at a coupon rate ap-
plicableto three-year KoreaDevelopment Bank

industrial finance bonds. The remaining 10 per-
cent of KAMCO’sfunding comesfrom the cen-
tral bank, financial ingtitutions, and the Korea
Development Bank.

Foreign-denominated bonds

*In May 1998, KAMCO planned to offer DM1
billion worth of bondswith five-year maturity. In
December 1998, it issued dollar-denominated
domestic NPA bonds worth US$512 million to
pay for foreign-currency-denominated NPAs
purchased from 19 commercial banks.

Operations

Organization

* In 1998, KAMCO reorganized a ong new func-
tional lines. It now has 13 departments: planning,

genera affairs, computer, audit and inspection,
fund management, corporation management,
asset management (threedivisions), overdueloan
management, property disposition, tax disposi-
tion, and national property management. The
functional organization structure seems appro-
priate, although further grouping of activities
should be considered to improve management
effectiveness.

Asset valuation and acquisition

*As of June 1999, KAMCO had purchased
W46 trillion worth of NPAS’ for W19.9 trillion
from domestic financial ingtitutions.” By year-
end 1999, it expected to purchase another W20
trillion in bad loans, including thefailed assets
from Korea First Bank. About one third of
KAMCO'sloansareto chaebol and other large
corporations. Previously, KAMCO had paid
for the assets with 30 percent cash and 70
percent bonds. In February 1998, KAMCO
started paying for the NPAs entirely with
KAMCO bonds.

¢ Inthe past, KAMCO had purchased NPAsfrom
financial institutionsin batches at fixed amounts
up-front, based on the expected recovery value
of the portfolio. KAMCO had then engaged in a
due-diligence process on each NPA, adjusted the
initial purchase price, and resettled depending on
the nature of each loan and asset. In September
1998, however, KAMCO changed its acquisi-
tion method to afixed purchase rate.’ The pur-
chaseratecalculationisindicatedin TableA1.1.

2W44 trillion purchased through December 1998, broken down
as follows: W35.3 trillion from commercial banks, W2.7 trillion
from merchant banks, W5.9 trillion from guarantee insurance;
WO.1 trillion from securities, and an insignificant amount from
insurance companies. About 50 percent of NPAs are factories.
3KAMCO has recently been authorized to purchase foreign-
currency-denominated nonperforming loans.

4KAMCO purchases are exempt from acquisition and registra-
tion fees, but this exemption does not carry forward for subse-
quent purchasers of the assets from the investor.
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BELICYAVIM Purchase Rate of Nonperforming Assets

Type Purchase Rate

Ordinary NPAs?@

Secured NPAs Appraised value of collateral®—

senior lien amount x 45 percent

Unsecured NPAs Principal loan amount x 3 percent

Special NPAs®

Secured NPAs Loan amount x 45 percent

(for initial purchased)

Unsecured NPAs Principal loan amount x 3 percent

NPA = nonperforming asset.

2 Ordinary NPAs are loans that are currently in default, making no payments.

b The appraised value of collateral is the value resulting from the latest appraisal by
an independent appraisal agency at the request of the courts. KAMCO officials
indicated that real estate assets are appraised by the Korea Board of Appraisers.
Factory assets are broken down into three main categories: viable entities with
good prospects, marginal but potentially profitable and salable entities, and nonvi-
able entities ready forimmediate liquidation.

€ Special NPAs have obtained court approval for restructuring as a result of corpo-
rate reorganization plans or composition proceedings.

d Asthe court approves the restructured payment terms, the initial purchase price
will be adjusted at: present value of projected cash flows x discount rate (base rate
+ credit risk + maturity risk).

Source: KAMCO.

Asset management and recovery

« Recovery. In January 1999, KAMCO indicated -
that it planned to dispose of W67 trillion of bad -
debt by theend of 2003. It intendstosell W16.14 .
trillionin 1999, W16.9 trillion in 2000, W13.97 .
trillionin2001, W10.97 trillionin 2002, and W9.03 -
trillion in 2003. Of the total NPAs, W41.88 tril- -
lion will be recovered through an asset-backed
securitization scheme or outright sale, W23.85 .
trillion in auctions, and the remainder through a -
workout scheme. The number of sales hasthus -
far been limited because KAMCO doesnot have
titleto alarge number of assets. Asof July 1999,
KAMCO had recovered W5.8 trillion through
asset-backed securities, public auctions, and vol-

untary debt repayments.

« In a December 1998 auiction, Texas-based Lone -
Star Fund purchased real-estate-backed NPAs
worth W564.6 billion for W201.2 billion’ (a4
percent discount) from KAMCO against com-
petition from Goldman and Bankers Trust. -
KAMCO had acquired the debts collateralized -
by 1,500 houses, buildings, and factories from :

SThis figure has also been reported at W141 billion.

financia ingtitutionsfor W203.8 billion. Thiswas
KAMCO'sfirst sale of assets using an interna-
tional securitization vehicle under Korea's
asset-backed securities law. As of August 1999,
KAMCO had held four global auctions. It plans
to hold one auction and issue one asset-backed
security per month.

* Recovery strategies. KAMCO states that it will
hold any asset that has the potential for high re-
turnswith va ue-added workout programs. It will
sell as quickly as possible any asset with low
value or with high costs. KAMCO will consider
several aternatives for recovery: debt restruc-
turing, outright sales, asset-backed securitiesand
equity partnerships, foreclosure auction, and as-
set restructuring. KAMCO officias stated that
they might offer seller financing and representa-
tions and warranties to accelerate sales.
KAMCO does not have any method of pre-
qualifying potential investors.

« Joint ventures. KAMCO plansto establish joint
ventureswith seven foreign investorsto dispose
of distressed assets. Each joint venture would
have about W300 billion in assets, and 65 per-
cent foreign ownership.

* Debt restructuring. KAMCO may choose to
alow partial debt forgiveness, amended loan
terms, or debt-equity swaps.

* QOutright sales and profit-sharing agreements.
In outright sales, loans are sold individually or
packaged in portfolios and offered to investors.
KAMCO transfers to the buyer al rights and
title to the loan. After the transfer, KAMCO no
longer has any interest or legal rights to the as-
set or proceeds from the collection of the loan.
However, KAMCO has entered into profit-
sharing agreements, where the purchasing firm
agrees, after recovering its internal rate of re-
turn, to share with KAMCO any surplus profits
realized from the servicing or sale of the assets.

* Asset-backed securities and equity partner-
ships. KAMCO assets are transferred into a
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specia-vehicletrust, whichinturnissuesdeben- -
tures and bondsto be sold to institutional inves- -
tors. Part of the proceeds from the sale of the :
debt will fund variousreserve accountsrequired :
by the trust, and the remainder will go to :
KAMCO. The debt is repaid with cash flow -
generated from the assets in the trust, through |
either the sale of individual assets or collection
from property-level cash flow. Once the debt is
retired, the equity participants of the trust are -
entitled to itsfuture cash flow until all of theas-
sets are sold off. Should KAMCO become an -
equity partner inthetrust, it will benefit froman
appreciation in value of the distressed asset. Its -
officials indicated that one difficulty with this -
schemeisobtaining areputablerating agency to

rate the securities. KAMCO would like to re-
main the asset manager, but appears willing to
allow the private-sector investor to select the
asset manager. Its officials stated that in the fu-
ture they may experiment with a more modest-
sized asset-backed security structure based on
less sophisticated investment grading by local rat-
ing firms and local or international investment
banking firms.

Foreclosure auctions. KAMCO may dispose
of assets through court auction. When secured
loans are subject to court-approved foreclosure,
KAMCO bids at the sale to protect its invest-
ment. Should no higher bid be received,
KAMCO takes title to the property and dis-
poses of it through public auction. In January
1999, KAMCO announced avariety of incen-
tives to expedite the auction process: (i) mar-
ket priceswill be applied to determinethe basic
prices of assets (which used to be based on
appraisal prices); (ii) al acquisition and regis-
tration taxes will be waived; and (iii) success-
ful bidderswill be ableto usethe property after
paying 30 percent of the price, and will be able
to exercise owner’srights after paying 50 per-
cent of the price.

* Asset restructuring. As stated in its corporate
principles, “KAMCO will serve as a value-
added service entity for the NPAs. It will de-
terminethe viability and marketability of these
assets, then utilizeits own capital and resources
to manage and further upgrade the marketabil-
ity of the assets.” ® KAMCO has about 30,000
borrower relationships. The vast majority of the
NPAsare small-ba anceloansthat require costly
infrastructure to properly administer, manage,
and recover. About 1,500 borrower relationships
of KAMCO represent about 90 percent of the
total value of its portfolio. For these assets, the
Small and Medium Industry Promotion Corpo-
ration will make an individual assessment of
each asset’ stechnical feasibility and a consult-
ing firmwill perform abusinessfeasibility study
and devel op an asset management and disposi-
tion plan, which will (i) address the collateral
securing the loan, (ii) analyze the ability of the
borrower to repay the obligation, (iii) recom-
mend an exit strategy, and (iv) establish amini-
mum acceptable price. All assets associated
with an operating businesswill bereviewed in-
dividually. Consideration will begiventoreduc-
ing debt and taking equity or warrants in the
businesstoimproveitsfinancial condition, if this
aternativewill assure the renewed profitability
of the business.

Management information systems

* KAMCO is working with a management con-
sulting firm to design and implement inventory,
servicing, and loan accounting systems. Thein-
ventory system was expected to be operational
by April 1999, but the servicing and loan account-
ing systemswill probably not be operational for
another six months.

6As of February 1999, KAMCO did not appear to have the
legislative authority to make capital or working-capital advances
to firms. It is therefore unclear how long it would take to obtain
the necessary funding approval to proceed with this strategy.
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Human resources

« KAMCO believesthat it has reached its peak in -
staffing at about 1,300 employees with no fur- :
ther growth expected in 1999. About half of the :
employeescamefrom variouscommercia banks. :

Transparency

« KAMCO planned to publish itsfirst audited ac- -
countson 30 April 1999. It makesavailabledue- -

diligence material for all potential bidders.

MALAYSIA
Pengurusan Danaharta

Structural design
Creation

*On 21 May 1998, the government announced :
the creation of anational asset management com- 3
pany, Pengurusan Danaharta Bhd. (Danaharta), -
designed to manage and liquidate the financial
system’s NPAs. Danaharta was incorporated -
under the Companies Act of 1965 on 20 June
1998 and iswholly owned by the Ministry of Fi-
nance. Danaharta is not restricted to work with

NPAs, but may a so acquire performing loans.

Goals and objectives

» Danaharta's primary mission is to remove the
bad assets from the system so that the banks
can focus on making new profitable loans. In- .
cludedinitsmissionismaximizing therecovery .
value of acquired assets. “Danaharta is neither
a rapid disposition agency, nor a warehouse .
agency,” said Azman Yahaya, Danaharta’'sCEO.
“Danahartawill apply specific expertisein asset -
management and financial restructuringinorder
to maximize the recovery value of the acquired -

assets.”

Time frame

» Azman indicated that he expects Danaharta to :
be operational for seven to ten years. He added
that thelife cycle of Danahartawould ultimately -

depend on its asset-specific resol ution and work-
out plan. “Danaharta may grow to become a
large conglomerate or it may decidetoliquidate
its assets and cease operations when it feelsits
jobisdone. The final decision will be based on
maximizing vauefor the Government,” he said.

Governance/Authority

*Depending on the value of a transaction,
decision-making authority is delegated to the
board of directors, executive committee, or man-
agement.

* Board of directors. The board of directors is
thefocal point of Danaharta’ s governance struc-
ture. It supervisesall activities, approvesall poli-
cies, and maintains control through executiveand
nonexecutive committees. The board has nine
members: anonexecutive chairman, the manag-
ing director, two nonexecutive directorsfrom the
government sector, three nonexecutive directors
from the Malaysian community, and two
nonexecutive directors from the international
community.

« Qversight committee. An integral part of
Danaharta s activitiesinvolves special adminis-
tratorstaking over the control of abusiness. The
oversight committee approves appointments of
any special administrators and independent ad-
visers, any extensionsof moratorium periods, and
the termination of the services of special admin-
istrators. Officialsfrom the Securities Commis-
sionindicated that the oversight committee does
not closely monitor the performance of the spe-
cia adminigtrators. The committee, appointed by
the Minister of Finance, comprises three mem-
bers, one each from the Ministry of Finance, the
Securities Commission, and Bank Negara. Their
appointments are for two years.

Special powers
* Through the Danaharta Act and the National
Land Code (Amendment) Act, Danaharta has
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been given special lega powers. Under certain -
circumstances, Danaharta can override Section :
176 of the Companies Act, which provides debt- -

ors some temporary protection from creditors.”

Danaharta’s powers enable it to restructure a
loan in two to three months, compared with 12

to 14 months under Section 176.

on an asset without the borrower’s consent, with
30 days' natice.

Special administrators and independent ad-
visers. When a debtor company defaults on its
obligations, Danahartamay appoint aspecia ad-
ministrator (SA) to take over the company’sman-
agement and control . Once the overs ght com-
mittee approves the appointment, a 12-month
moratorium from claims takes place, during
which time no action may be taken against the

TCurrently, debtors must obtain the consent of at least 50 per-
cent of their creditors before filing an application for protection
under Section 176.

8|f a second charge was registered over the land by another
bank, the second charge would continue to exist without any
change in priority. Likewise, any caveats lodged over the land
would remain. This means that although statutory vesting al-
lows Danaharta to buy the NPA, it must deal with existing regis-
tered interests should it wish to sell the land.

9Danaharta sets the eligibility criteria for SAs.

Satutory vesting. Danaharta is allowed to step
into the shoes of the selling ingtitution, with the -
samerightsand priority standing asacreditor. It
takes clear title to the NPAs. The ownership of -
the security or collateral does not change hands. -
The borrower is still the owner of the [oan col-
lateral, but instead of dealing with the bank, the
borrower deals with Danaharta.” Although ex- -
isting registered interests cannot prevent the
transfer of the security, their approval isrequired -
before Danaharta can foreclose on the collat- -
eral. Therefore, Danaharta must deal with the
existing registered interests before it can fore-
close on a property. It may choose to sell the
NPA through statutory vesting. This permits
Danaharta to pass on the same interest it hasin
the NPA to the buyer. Danaharta can foreclose

corporate borrower. Within these 12 months, the
SA is required to prepare a workout proposal.
Any recommendations for new capital must in-
clude funding sources from strategic investors
or banks. The proposal isthen given to an inde-
pendent adviser (IA) who is approved by the
oversight committee. The IA’sroleisto review
the reasonableness of the proposal, taking into
consideration the interests of all creditors. The
proposal, together with the IA’s report, is then
given to Danaharta for final approval. If
Danaharta approves the proposal, it goes to the
secured creditors for consideration. A majority
(invalue) of secured creditors must approve the
proposal before it can be implemented. Once it
is approved, the relevant regulatory approvals
must be obtained. Thereisno established mecha-
nism for the creditorsto register their complaints
regarding the SA’s performance. Only the over-
sight committee can replace an SA.

Funding

» The government recently reduced its estimates
of Danaharta's operating expenses, originally
estimated at RM25 billion, toRM 15 billion.” The
government plans to fund RM10 billion of this
cost through its Bond I ssuance Program, afour-
series issuance of five-year nominal-value
government-guaranteed zero-coupon bonds. The
first issuance, RM1.02 billion, was on 20 Nov-
ember 1998 and the second, RM 1.6 billion, was
on 31 December 1998. The bonds are tradable
and carry azerorisk weight for capital adequacy
purposes. Danahartareceived RM500 millionin
seed capital from the government and expected
to receive another RM 1 billion by March 1999.
It hasobtained RM 3.5 billion worth of loansfrom
the Employees Provident Fund and Khazanah
Nasional. Through their leveraging effect,

101n March 1999, Azman indicated that Danaharta may require
more than the RM15 billion earmarked for the agency.
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Danaharta's powers enable it to resolve NPAs
of other banks, which are also creditorsto com- :
panies whose NPAs Danaharta has purchased, :

thusreducing its overall funding needs.

Transparency

* Current plan is for Danaharta to issue semian- :
nual operating reports providing information on :
asset acquisitions and recoveries. Policies ap- :
proved by the board of directors and the criteria :
for the selection of SAs are not made available -

tothepublic.

Operations
Asset valuation and acquisition

 Danaharta purchases NPAs having minimum :
grossvaluesof at least RM5 million.” Any se-
curity associated with the loan is also trans-
ferred to the AMC. Danaharta pays “fair mar- -
ket value” for the loans. It values each NPA
using net tangible asset and discounted cash
flow methods. Loans can be acquired with or
without recourse, and payment periods can be -
varied as needed. Danaharta conducts due dili- -
gence on the loan or asset or both to be ac- -

quired.

 Loan selection. Danaharta has indicated that
only loans that have value or the potential for .
value are selected for acquisition. Small loans, -
such as consumer loans, credit card and vehicle

loans, and even residential property loans, will

be left out. Danaharta has indicated that it has
no preferenceswhen acquiring assetsbelonging -

to any particular sector or bank. It looks at all

loansheld by financia ingtitutionsin the country,
athough there is no obligation for any party to -

enter into an agreement with the AMC.”

11Finance company NPLs under RM5 million are to be soldtoa

special-purpose vehicle.

12Banks that receive capital assistance from Danamodal must
sell their NPAs to Danaharta. Danamodal is a special-purpose .

entity that was established to recapitalize the banking sector.

* Incentives for institutions to sell to Danaharta.
The government has provided several incentives
to encourage banks to sell their NPAs to
Danaharta. These include (i) setting a 10 per-
cent ceiling on the amount of NPAs that a bank
can hold, (ii) requiring banksto write down loans
by 20 percent below Danaharta's offered price
if rejected, (iii) alowing banksuptofiveyearsto
amortize losses resulting from the sale to
Danaharta, (iv) offering to sharewith the selling
financial institution up to 80 percent of any prof-
its earned from asset recoveries, and (V) giving
Danaharta special powers to resolve NPAs that
are not readily available to banks.

Assets under management. As of September
1999, Danaharta had acquired a gross value of
RM17.8billionin bad loansfrom 39 financial in-
stitutions. In addition to the assets owned, it is
also managing assets with a gross value of
RM21.5 billion in NPAs on behalf of Bank
Negara. All in al, it has taken over about 34
percent of the banking system’s NPAs, which
were purchased at an average discount of 40
percent.lSDanaharta has indicated that it has
completed the bulk of its debt purchases. Offers
made to acquire RM4.8 hillion of NPAs were
rejected by financial ingtitutions.

Unsecured and offshore assets. As of March
1999, Danaharta had not yet purchased unse-
cured loans. Over 70 percent of all NPAsabove
RM5 million are secured. Danahartaplansto dis-
count these NPAs by 90 percent. In March 1999,
it was given approval to extend its reach to ac-
quire assets of domestic offshore banks in
Labuan.

13as of April 1999, 28 percent of Danaharta’s portfolio com-
prised NPAs to the property sector, purchased at an average
discount of 28 percent, while 17 percent consisted of NPAs for
the purchase of securities. Sixty-five percent of the NPAs
were acquired from commercial banks, 22 percent from off-
shore banks, 5 percent each from finance companies and mer-
chant banks, and 3 percent from development finance institu-
tions.
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Asset management and recovery

» Danaharta plansto hold real estate auctions ev- |
ery three months, with thefirst auction, consist- :
ing of 30 to 50 industrial, commercial, and resi- :
dential properties, scheduled for November 1999. :
It may choose a humber of strategies for the

rehabilitation and sale of an asset:
— Sell someor al of theloan to athird party,

— Provide the borrower with enough time to

refinanceitsobligations,

— Provide additional financing to the borrower

to enhanceitsviability,

— Reschedule interest or principal payments

or both to match projected cash flows,
— Swap debt for equity, or
— Pursue recovery through legal remedies.

ing with the borrower’s business.
Value enhancement. Danaharta has indicated
that it is prepared to be proactive in restructur-
ing poorly managed or undercapitalized busi-
nesses. Its officials have stated that their plans
may include restructuring and merging compa-
niesin the sameindustry. The furnitureindustry
was mentioned as oneindustry wherethe merger
of several companiesto create one dominant firm
could enhance value. Danaharta plans to priva
tize restructured firms eventually. An SA is ap-
pointed to help restructure the company or in-
dustry in order to maximize recovery value.
Danahartawill subcontract out the management
of many of the business loans to private firms,
althoughit will handle al real estateitself.
» Subsidiaries. The business NPAs will be re-
structured and consolidated under the various

Loan rescheduling. For borrowers involved in -
“healthy” companiesfacing temporary cash-flow
problems, Danahartaemploysloan management
strategies. Under this strategy, the loan repay- -
ment will be rescheduled and, where appropri-
ate, theprincipal repayment will bedeferred while
turning short-term loansinto long-term loans, or
overdraft into term loans, to match the borrow-

Danaharta subsidiaries, including hotel and lei-
sure, construction, infrastructure, genera invest-
ment, industrial, and property. Some of these
subsidiariesmay eventualy belisted on the stock
exchange.

Property group. Azman said that Danaharta
would effectively emerge as the country’s larg-
est property group. Danaharta will determine
which assetsto securitize, which onesto develop
itself, and which ones to undertake with joint-
venture partners. The securitization of property,
to be carried out through real estate investment
trugts, will specificaly apply to high-yidding prop-
erties. Danaharta has aso indicated that it may
acquire property firmsin its attempt to restruc-
ture theindustry. Its officials said that the com-
pany planned to appoint aconsultant to design a
business plan for the hotel industry, of which it
plansto control 30 percent. Vacant property will
beheld indefinitely.

Loan servicing. In March 1999, Danaharta
reached an agreement with Malayan Banking
Bhd. (Maybank) for the latter to provide the
operational facilitiesfor al banking servicesto
approved borrowers, including overdrafts, bank
acceptances, and letters of credit. Danaharta
had almost 1,000 (currently about 2,000) busi-
ness loan accounts and expected at least 10
percent of these to use Maybank’s facilities.
The average interest rate spread for such ac-
counts would be about 2 percent above the
bank’s base lending rate.

Liquidation. For business loans that cannot be
managed to add value, because the businesses
have either ceased operations or been placed
under receivers, Danahartawill liquidatethe busi-
ness and recover on the sale of the company’s
assets. An SA will be appointed to expedite the
process of selling the assets. Where a receiver
has already been appointed, Danahartamay pro-
ceed with the sameone. But if thisfails, then an
SA will be appointed.
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* Equity investment. Equity participationfromthe
private sector, Azman said, will not be through :
direct investments in Danaharta but rather -
through the assets acquired. For example, if :
Danaharta sets up a property subsidiary, it will :
invite equity participation inthe subsidiary firm, :
but not inthe AMC itself. Participation can also :
be achieved through securitization of assets, out- :

right sales, or joint ventures.

Recovered assets

* In August 1999, Danahartahelditsfirst restricted :
tender of foreign loans, receiving US$52.5 mil- :
lion, consisting of US$36.5 million in cash and :
US$16 millioninnon-ringgit Malaysianloan as- :
sets. Successful bidders were US investment -

banks.

Management information systems

« Danaharta has developed inventory and valua-

tion systems.

Human resources

 Danaharta now has about 150 employees, butis
expected to add another 150inthenexttwoyears. -
Although previously it needed support staff to -
draft legidation and to evaluate NPAS, it now .
requires workers with experience in managing
businesses and property. Danaharta also con-
tractsout tolocal and international advisers, con-

sultants, accountants, and industry experts.

PHILIPPINES
Asset Privatization Trust

Structural design
Creation

« Through apresidential proclamationin 1986, the
Asset Privatization Trust (APT) was created to -
take control of thefailed assetsof the Philippine -

toincludethe control of state-owned assetsiden-
tified for privatization.

Goals and objectives

* APT’smissionisto “taketitleto and possession
of the nonperforming assets identified for
privatization, and to restore the existing physical
facilities into viable and productive operations
under private sector management and owner-
ship.” Its main objective is to generate “maxi-
mum cash recovery” for the government “within
the shortest possible period.”

Time frame

« Under Proclamation 50, APT was given five
years to complete its mandate. But four subse-
quent laws extended its term to 31 December
1999. The “sunset provision” in APT charter
providesthat any remaining assetswill betrans-
ferred to the office of the President.

Governance/Authority

* APT operationsare overseen by aboard of trust-
ees, whichinturnis supervised by the Commit-
teeon Privatization (COP), acabinet-level body
headed by the Secretary of Finance. APT has
limited operational authority asall salestransac-
tions must be approved by COP. H

Special powers

* APT officials have indicated that alack of spe-
cial powers and operational independence has
impeded the pace and effectiveness of asset
sales and recovery strategi s’

Funding
* Funding is provided by the Department of Fi-
nance.
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National Bank (PNB) and the Development Bank
of the Philippines (DBP). The role of this cen- -
tralized government-owned entity wasexpanded -

14Formerly, only asset sales above P100 million had to be ap-
proved by COP.

151t takes an average of 170 days to obtain approval for a single
asset liquidation.
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Operations
Organization

* Under the board of trustees, there are nine de- |
partments. marketing, legal, financial and credit, :
management information systems, custodianship, :
accounting, internal audit services, personnel, and

administration.

Asset valuation and acquisition

*In 1986, following an external audit to evaluate
the assets and liabilities of PNB and DBP, the -
government transferred P108 billion worth of
NPAs (17 percent of GDP) into APT.” Of the ;
390 properties transferred, 98 had clear titleand -
wereready to be sold. Theseassetsincluded such -
properties asfarmlands, hotels, nickel mines, ce-

ment firms, sugar and paper mills, and smelters.

» State-owned assets. In addition to privatizing the
two banks' NPAs, APT also handled and con- -
tinues to handle government assets transferred -
toitscarefor saleto the private sector. Initialy, -
103 government-owned or -controlled corpora-
tionsweretransferred to APT to be sold through
public bidding. Currently, thelist containsenter-
prises in a variety of sectors, ranging from fi-

nance to manufacturing to transport.

Asset management and recovery

* Methods of sale. In 1996, President Ramos is-
sued Executive Order 298 authorizing APT to
adopt alternative methodsto privatize properties
that were “very difficult to dispose of by final
sae.” Under this order, APT has concentrated
on selling hard-to-sell assets by offering poten-
tial buyersthe opportunity to acquireand develop
government properties through joint ventures,
|ease purchases, management contracts, securi-
tization, and build-operate-transfer schemess.17

16pBP makes up 64 percent and PNB 25 percent of APT’s port-
folio.

17To purchase a company, it is necessary for a foreign investor
to form a joint venture with a Philippine partner holding a mini-
mum of 10 percent interest.

* Recovery. The success of APT recovery isques-
tionable. Out of its P147 billion worth of initial
assets, it has so far recovered only P33 billion.

» Sle criteria. APT must obtain at least 90 per-
cent of the appraised value to sell an asset. If
the sale is unsuccessful after an asset has been
offered for three months, the asset is reoffered
for sale at arevised appraised val ue.” This pro-
cessiscontinued until the asset issold. Salesare
generally conducted through bidding.

* Debt-equity swaps. Although the government
has stated that it is willing to entertain debt-
equity swap proposals from foreign investors,
the fees demanded by the government for pro-
cessing such transactions are high—in the
range of 5-10 percent. APT does not pursue
partial forgiveness of debt in exchangefor par-
tial equity.

Management information systems
* APT maintainsinventory and val uation systems.

Human resources

* Officialsfrom APT indicated that it is often dif-
ficult to recruit good people because of thetran-
sitory nature of the entity. Selected staff from
PNB and DBP participated in the loan workout
task forces and were charged with managing
the transfer of assets to APT. These tasks in-
cluded preparinglegal documentation preliminary
to the sale or seizure of collateral, as well as
preparing these assets for sale or recovery. For
the NPA accounts that were to remain in the
books of DBP and PNB, other task forces rein-
forced loan recovery.

Asset Resolution Corporation

* In November 1998, government officialsoutlined
aproposa for anational Asset Resolution Corpo-
ration (ARC) to purchase, manage, and recover

18Assets are appraised by independent appraisers.
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selected NPAs from banks and other financial

ingtitutions.” ARC would purchase NPAs with :
preferred shares at a 30 percent discount, backed :
by government-guaranteed zero-coupon bonds. :
ARC would be a majority-owned private-sector :
asset management firm. The board of directors :
would consist of five members: one representa :
tive from the Department of Finance, the presi- :
dent of ARC, and three other private-sector indi- :
viduals. Financial intitutions and investors are -
studying the proposal. To date, no legidative ac- :
tion has been taken. The Department of Finance :
has reportedly asked three government banks to :
contribute up to 49 percent of the equity, with the :
remainder to be provided by the private sector. In :
theory, an approach that brings together limited :
government funding and passive ownership 3
blended with private-sector ownership and exper-

tise could offer substantial benefits.

Bank-Based Asset Management Companies

« The government hasindicated that it may create
aspecia-purpose vehicleto absorb the NPAsof -
the soon-to-be-privatized PNB.” InMarch 1999, .
the World Bank issued areport stating itsdisap- -
prova of thegovernment’sproposal. Itindicated
that such an entity “does not appear to be war-
ranted at this point” given the “more manage-
ablescaleof financial stress’ inthe Philippines. .

THAILAND

Thailand has used both government-based (Property

L oan Management Organization [PLM O], Financia

Sector Restructuring Authority [FRA], Asset Man-
agement Corporation [AMC], and Radhanasin Bank) -
and bank-based asset management company strate- -

giestoresolveitsfinancial crisis.

19ARC would also accept bad assets from other financial insti- -
tutions such as pension funds, insurance firms, and the state-

owned Home Development Mutual Fund.

20The government hoped to divest its remaining stake in PNB :

before March 2000.

Property Loan Management Organization

* PLMO was formed in March 1997 to purchase
distressed properties and rehabilitatethemin or-
der to relieve pressure on developers. It report-
edly acquired three properties at a cost of B500
million. PLMO has since refused to account for
the properties it acquired. In November 1998,
theBank of Thailand (BoT) prohibited thetrans-
fer of assets to PLMO.

Financial Sector Restructuring Authority

Structural design

Creation

*In October 1997, the government established
FRA to evaluate the viability of finance com-
panies’ recapitalization plansand to managethe
asset disposition of closed institutions. FRA has
managed the liquidation of about B860 billion
worth of bad assets taken over from 56 closed
finance companies. Most of the assets are com-
mercial real estate loans, backed by land and
property as collateral. Officials had hoped to
receive 40—-60 percent of book value from the
sale of assets.

Goals and objectives

* The main goal of FRA isto dispose rapidly of
the assetstransferred to its care, but not to man-
age assets for maximum recovery. It does not
focuson servicing theloansandis prohibited from
restructuring debt. On the basis of six-month ar-
rears, * about 90 percent of the assets held by
FRA are nonperformi ng.22 Itsobjectiveistocre-
ate a market for distressed assets and to build
up the economy’s confidence level.

21Thailand is set to change the regulatory definition of an NPL
from six to three months. Until recently, banks could roll over
NPLs indefinitely.

220fficials from the Bangkok Bank of Commerce indicated that
the finance companies’ NPAs, when transferred to FRA, were
only about 20 percent, but had increased to the current level
because FRA did not service the loans.
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Time frame

* There is no specific time frame for dissolving
FRA. The authority initially planned to sell all
assets by the end of 1998, but now officialshope

to dispose of all assets by year-end 2000.

Governance

* FRA's board is composed of a mix of govern-
ment and private-sector members, including the -
Ministry of Finance (MOF) and BoT officials -
and investment bankers. Sales transactions are

approved by the board.

Funding

* The acquisition of assets is funded through the
Financia Ingtitutions Development Fund (FIDF), -
which has become the largest creditor of the -
closed finance companies. TheWorld Bank pro-

vided seed capital to form FRA.

Transparency

» The New Aspiration Party, an opposition politi-
cal group, has criticized FRA for its lack of
transparency. Boonchu Rojanastien, an adviser
to the House Committee on Finance and Bank-

ing, in adetailed criticism of FRA and its ac-
tivities, said that the agency had failed to de-
liver information on the financial status of the
closed 56 finance firms, aswell asitsoperating
expenses, to the House Committee. Although
the local press and government officials have
been critical of FRA, questioning the sale of
assetsto foreigners at fire-sale prices, US offi-
cials have said that foreign businessmen and
observers in Bangkok have given FRA high
marks for planning and execution of the auc-
tion process, transparency, and service to bid-
ders. FRA hasindicated that al investors are
allowed to review material on each asset in the
data collection room. Potential investors may
also talk to debtor businesses with the permis-
sion of FRA.

Operations

Organization

*FRA is governed by a board of directors and
has several divisions. supervision, information
systems, corporate affairs, treasury, compliance
and legal, asset realization, research and infor-
mation, and internal administration.

Asset recovery

* Auctionsin 1998. FRA auctions of noncore as-
sets began in February 1998. The “world’s big-
gest one-day auction” took place on 15 Decem-
ber 1998, with the proceeds from the sale of
business loans earmarked for FIDF and other
creditors. Thisauction waswidely considered a
failure. Out of atotal of B388 hillion in assets
available, only B32 billionworth were sold—at a
63 percent discount. Revenuesfrom the nine (out
of 45 lots) winning bids amounted to 37 percent
of the principal, or about B12 hillion. Four bid-
derswon the nine lots, with eight going to three
Thai financial institutions, and the ninth, atele-
communicationslot, going to Global Thai Finance
and Securities, aLehman Brothers subsidiary.

» On 17 December, FRA negotiated to sell six more
lots. The highest bid offer was 38 percent of
principal and the lowest, after negotiation, was
23 percent. Each asset portfolio had a separate
benchmark pricethat wasused by FRA to evalu-
ate the bids. FRA had reserved the right not to
sdll any of thelotsat apricelower than expected.
As of December 1998, FRA had raised about
B106 billion from asset sales, about 30 percent
of book value.

* The poorer-than-expected results of the auctions
have been blamed on a number of factors: the
failure of Parliament to pass legal reforms, in-
cluding proper bankruptcy Iaws;23 the high num-
ber of loansin litigation; the poor quality of the

23previously, debtors were able to hold on to properties indefi-
nitely.
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assets; thelarge size of lots; prior commitments -
to IMF; time limitations for due-diligence re- :
views (six weeks); the prohibition against direct :
foreign ownership of land; and inaccurate valu- :
ation methods. FRA postponed the December :
auction, originally scheduled for 2 December, in :
order to rearrange the bids into 45 packages, :

rather than 32.

Payments before settlement date

* In the case of hire-purchase contracts, principal :
cash flows between the “accounting” date and :
the “settlement” date amounted to an average :
of 45 percent of thetotal amounts of thewinning :
bids for all tranches. In the most extreme case, -
principa cash flow amounted to about 80 per- :

cent of the winning bid price.

Foreign investment

« FRA claimed that its main goal is not to attract -
foreign investors, although a Lehman Brothers -
official, one of FRA'sforeign advisers, indicated -
that attracting foreign investment wasaprimary -
objective. In July 1998, asa eof automobileloans -
raised B25 hillion, about 48 percent of book value,
with GE Capital buying 85 percent of portfolio. -
In August 1998, Lehman Brothers paid B11.5 .
billion, or 47 percent of registered value, for a
tranche of 17,474 residential mortgages. After .
purchasing the portfolio, Lehman reportedly ap-
plied to SEC for permission to securitizetheas-
sets, i ssuing mortgage-backed securitiesfor sale

in the local markets.

« Inthe 15 December auction, Global Thai Finance
and Securities/Lehman Brothers purchased a
telecommunications lot valued at B3.25 billion
for B1.2 billion, a63 percent discount. About 47
percent of the portfolio was nonperforming. Four
of the tranches of assets were sold vianegotia- -
tions to Goldman Sachs and GE Capital, which -
paid B27.3 billion for loans with an outstanding :
balance of B123 billion. As of December 1998, -

Goldman Sachs had acquired B110 billion of di-
versified assets, ranging from 20 to 23 percent
of book value.

Profit sharing

* FRA hassigned profit-sharing agreements, such
asthe one reached with Goldman Sachsin De-
cember 1998. Ninety percent of the bid price
was to be paid in cash, and an amount equal to
20 percent of the bid price would be paid in
transferable notes issued by a mutual fund es-
tablished to manage the assets. Under thistype
of profit-sharing agreement, investors are a-
lowed to purchase assets below established
FRA benchmark prices, but must share future
capital gainswith the government. Biddersare
prohibited by law from reselling the assets for
at least six months. Another rule prohibits us-
ing an escrow account to transfer funds from
debtorsto bid winnerswithin the six-month pe-
riod. FIDF indicated opposition to these profit-
sharing agreements.

Brokers

* The Goldman-led consortium was a broker for
the original debtors of the 56 failed financial in-
stitutions. Goldman and GE Capital reportedly
agreed to drop any contracts made before the
auctionwith original debtorsto avoid the appear-
anceof collusion. According to FRA principles,
debtors are allowed to negotiate with potential
bidders before an auction, although it isillegal
for a debtor to bid on a package of assetsif he
or sheisthe borrower for more than 10 percent
of theassets. Itisasoillegal for relatives of the
debtor and companies owned by the debtor to
bid on the packages. However, a third party,
which may include former executives of the
failed finance companies, can make a deal with
the debtor before any purchase, alowing the
debtor partial relief on hisor her debt repayment
and bringing the third party aprofit.
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Bidding process

* FRA announced on 4 September 1998 that in |
the auction of corporate and commercial real :
estate loans, it would accept unsolicited bids :
for individual assets or groups of assets. Con- :
sideration was given to participants by requir- :
ing a reduced data room fee and a refundable |
deposit. Only bids of at least B5 billion were
accepted before the 30 September deadline.” :
FRA used the unsolicited bids to package the -
assets into tranches that were announced on
15 November 1998 and all interested investors
were able to bid on the tranches by 2 Decem-
ber 1998. This procedure was different from
FRA auctions of hire-purchase (primarily auto)
loans and residential mortgages, wheretheas- -
sets were packaged into tranches before the -

start of the auction.

* According to FRA, the procedurewas changed
because the portfolio of corporate and commer- -
cia real estate loans (which make up 60 per-
cent of the closed companies’ core assets) was
much larger and more complicated than previ-
ously auctioned portfolios. Many loansin the

corporate and commercial real estate loan port-
folioswere cross-collateralized by the same as-
set. FRA used the unsolicited bidsto determine
which pieces of underlying collateral generated
the most investor interest, and then grouped
loanstogether on the basis of that interest in an
effort to maximize bids.

» Bangkok bid. FRA hasintroduced a new bid-
ding system, called the “Bangkok bid,” in
which investors are allowed to bid for mul-
tiple lots, even if they do not have enough
money to buy all theloans for which they of -
fer bids. The new system encourages more
bids, said FRA, helping it to gauge the com-
petitiveness of bids.

240yriginally, there was a minimum bid requirement of B10 bil-
lion.

March 1999 FRA auction

 After several delays to attract more bidders,
and to give Parliament more time to approve a
new bankruptcy law, FRA planned an auction
of B229 billion worth of business |oans for 19
March 1999. To encourage greater participa-
tion by domestic investors, the 46 businessloans,
comprising 7,075 individual assets, were sepa-
rated into 36 small tranches, with outstanding
principal balancesof B1.5 billion—B5 billion, and
10 large tranches, with outstanding principal
balances of B13 billion—B15 billion. Loan col-
lateral consisted primarily of real estate.

e Cash-flow sharing. Winning bidders for large
tranches were permitted to pay 80 percent of
the bid price to FRA up-front, and pay the re-
mainder from cash flows they would receive
from servicing the assets after deducting oper-
ating expenses, at afixed percentage set by FRA.
Once the winning bidder had achieved itsinter-
nal rate of return, all net proceeds from servic-
ing the assets would be shared, with 80 percent
of the net proceeds going to the winning bidder
and 20 percent going to FRA. One market ana-
lyst commented that the winning bidder could,
theoretically, set up a nominee company soon
after the bid and sell the asset to that company,
sharing the nominal benefitswith the FRA right
away. The company could then manage those
assets and keep all the upside.

* Securities as payment. On 18 February 1999,
FRA indicated that investors could purchase Thai
assets using Thai government bonds, state en-
terprise bonds guaranteed by MOF, or bondsis-
sued by the state-owned Asset Management
Corporation. Foreign bonds would aso be al-
lowed if their credit ratings were higher than
Thailand’s current sovereign rating.25 Prices of
the accepted securities had to be converted us-

25standard and Poor's rating for Thailand is BBB and Moody’s is
Bal.
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ing a standardized discount table provided by -

FRA.

* Results. Atthe19 March 1999 auction, FRA sold :
B221.5hillionworthof assets, 44 out of the46 asset :
lots, for B40.32 billion, an 82 percent discount :
(Table A1.2). The largest winner was AMC, :
whichpurchased29lots,includingall 10largelots, :
for B32hillion. Inadditiontoafewlocal investors, :
Goldman Sachs won three lots for B1 billion, -
L ehmanBrotherswononegroupfor B470million, :

and Starwood purchased onel ot for B830million.

Management information systems

« FRA has indicated that it cannot separate good -
from bad assets because it does not have the -

necessary systems.

Human resources

« FRA employs 270 people, many from the pri-

vate sector.

Asset Management Corporation (for Finance
Companies)

Structural design
Creation

* In October 1997, the government of Thailand,
by royal decree, established a special-purpose,
government controlled, centralized AMC, or “bad
bank,” to bid on and manage FRA’s bad assets,

obtain assets from firms owned and managed
by FIDF, and purchase assets from the Property
L oan Management Organization.

Goals and objectives

* AMC's goals are fourfold: to bid for NPAs at
fair prices; to manage and dispose of assets by
ensuring higher asset value, avoiding any opera-
tional lossesand increasing the entity’ snet worth;
to act asthe “bidder of last resort” for the assets
|eft over from FRA’sauctions; and to ensure that
faithful debtors are rescued with as much jus-
ticeaspossible. Itsstated objectiveisnot to maxi-
mize profits, but to revitalize the economy by re-
habilitating enterprises. AMC officials have
stated that they are more concerned with prin-
ciples than mathematics.

Time frame
* There is no legidlated time frame for AMC's
operations.

Governance/Authority

* AMCiswholly owned by MOF. Itsseven-person
board consists of the chairman, from MOF; one
managing director; andfivedirectors, from FIDF,
the Nationa Housing Authority, MOF, academe,
andtheprivatesector. M OF appointedal themem-
berswith the concurrence of the Cabinet.
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BETY:NW Total Recovery Results (approximate values)?

Book Value Auction Value Discount
Type of Asset (B billion) (B billion) (Percent)
Hire-purchase (June 1998) 51.8 24.9 52
Residential mortgages (August 1998) 24.6 11.5 53
Business loans (December 1998) 155.7 39.0 75
Business loans (March 1999) 221.5 40.3 82
Construction loans (July 1999) 1.3 0.2 85
Commercial and other loans (August 1999) 129.0 31.0 76
Total core asset sales (as of August 1999) 583.9 146.9 75
Noncore assets 150.1 34.0 77
Total 734.0 180.9 75

2 The last auction of B30 billion was scheduled for November 1999. FRA plans to file bankruptcy lawsuits against the debtors for the remaining assets.
Source: Financial Sector Restructuring Authority.
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Special powers

* AMC is exempted from the payment of various |
fees(machinery registration, land registration, and :
vehicle transfer fees) and taxes (corporate in- :
come, value-added, specific business, and stamp :
duty taxes). It is also exempted from notifying :
its debtors of transfers of claims as required un- |
der the Civil and Commercia Code. In addition,
itisentitled to stipulate and demand the highest -

interest rate from its debtors.

Funding

» With B15 billionin seed capital from thegovern-
ment, and the ability to issue domestic zero-
coupon bondsworth upto 12 timesitscapitaiza- -
tion, AMC can raise up to B180 billion to pur- -
chase FRA assets. MOF hasindicated that it will
guarantee a portion of AMC's five- and seven-
year bonds.” FRA will transfer AM C-issued debt j
to creditors of the 56 finance companies, witha -
20-30 percent depreciation expected for credi-
tors because of the time delay before the debt
matures. AMC plansto raisethefundsto pay the
interest expense of about B15 hillion per year by

i Ssuing promissory notes. AM C promissory notes
would have maturities of about three to seven
years to match the time it would take to manage
the assets, and ayield of 8-9 percent.

Operations

Organization

* AMC isdivided into 13 departments: asset in-
vestment, hire-purchase, consumer loan, com-
mercial loan, real estate loan, asset appraisal,
collateral and accounts receivable, legal, com-
puter system, office of the president, general
administration, accounting and finance, and in-
ternal audit.

Asset valuation and acquisition

* Invaluingtheassets, AMCwill classify theloans
asperformingor nonperforming, andaccordingto
typeof collateral and type of loan. AMC hasan-
nounced that it has set up asset-value calcul ation
guidelines based on the cash flow from loan re-
paymentsaswell ascashflow fromcollateral. The
ultimate bidding price requires the approval of
AMC'shoardof directors. Before19March 1999,
AMC had been prohibited to bid at auctions.

* Beginning 19 March, if FRA determined that a
private-sector bid did not meet itsinternal bench-
marks, AMC was given an opportunity to bid on
the assets. AMC hasamandateto bid at a“fair”
or “professionally valuated” price, butislegally
prohibited from bidding more. If afair value can-
not be agreed upon between FRA and AMC,
MOF would help to negotiate a price.

Asset management and recovery

* AMC has purchased 29 billion lots, with abook
value of B185 hillion, for B32 billion (an 83 per-
cent discount). Large lots were sold to AMC
using the cash-flow sharing method. AMC paid
for the assets with five-year promissory notes,
discounted using aformula set up by FRA.

« After acquiring the assets from FRA, AMC will
reclassify loans, negotiate with debtors over the
repayment process, and forecl ose against unwill-
ing borrowers. Unlike FRA, AMCisabletore-
negotiate debt terms to ease the burden on the
borrower. AMC may support needy debtorsthat
still have business potential, by extending addi-
tiona loans to help them continue their opera-
tions. AMC plans to serve as a mediator in the
search for new partners for some debtors. It
claims that it has been approached by several
foreign financia institutions offering lines of
credit. AMC may securitize part of the loans or
resell some of them or both. It has stated that it

26Eyen without a full ministry guarantee, however, Thai law
stipulates that if the AMC registers losses, the government would
have to set aside funds to cover them.

will subcontract out assets only to afew private
asset managers.
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* AMC plansto dispose of the assetswithin three -
to seven years through private placement, bid-
ding, securitization, and sales agent distribution. :

It may also offer limited warranties.

Management information systems

* AMC believesthat it has appropriate inventory

systems.

Human resources

* AMC has hired bankers and property experts, :
and subcontracted some legal, accounting, and :
clerical duties. It does not plan to hire FRA em- :
ployees. It cannot offer incentives for managers :

to reach specified recovery goals.

Foreign advisers

« AMC hasinitially decided not to appoint afor- -
eign adviser, but will usethefinancial pricingfor-

mulas devised by FRA.

Radhanasin Bank
Good bank

* In addition to AMC, the government created
Radhanasin Bank (RAB), a“good bank” toman- -
age salvageabl e bank assets. RAB wasinitially -
formed to bid only on the highest-quality assets -
at FRA auctions and leave the undesirable ones -
to AMC. It would pay in cash, debt instruments,
or bank shares, with creditors to the closed fi- .
nance companies having the option to become

shareholders.

Commercial bank

«In January 1998, FRA stated that RAB would

no longer function as a good bank, but would

. . . - After five years, assets that cannot be rehabilitated will be
rather act as a commercial bank, with lending y

and deposit-taking capability. However, FRA
added that it did not want RAB to competewith

. . . ©vestment in BBAMC, including loans granted to the latter; an
other commercial banksin terms of deposits. It - 9 N

" transaction between the financial institution and BBAMC; and

would focuson asset acquisition, purchasing both
good and bad assets.

RAB Asset Management Company

*In August 1998, the government merged RAB
with Laem Thong Bank, which had atotal of about
B40billionin NPAs. In March 1999, the govern-
ment said that it would keep up to 49 percent of
the privatized RAB. BoT indicated that it would
set up abank-based asset management company
to buy the bad loansinherited from Laem Thong.
The NPAs would be managed by the bank or its
partner, if the buyers insisted on a separation of
the assets. RAB/AMC would pay for the loans
with long-term bonds backed by FIDF guaran-
tees. RAB/AM C would not sustain losses greater
than RAB’s provision for bad debts before the
separation of assets. The bank and its sharehold-
ers must absorb at least 15 percent of any addi-
tional losses suffered by RAB/AMC, and FIDF
would take 85 percent. Thisratio can be adjusted
depending on the state of the economy.27

Bank-Based Asset Management Companies
» On 28 December 1998, in order to enablefinan-
cia ingtitutions, including commercial banksand
securities companies, to reduce their levels of
NPAs, BoT introduced criteriafor the establish-
ment of individual bank-based asset management
companies (BBAMCs). Financia institutions,
which would hold more than 50 percent of a
BBAMC, would have to maintain a minimum
capital adequacy ratio of 8.5 percent and would
have to prepare consolidated financial state-
ments.” BBAMC shares held by a financial

27BoT will also assume 85 percent of any profits and losses
incurred by the state-owned Radanasin Siam City and Bangkok
Metropolitan banks in the first five years of operation. The re-
maining 15 percent will be assumed by new strategic investors.

liquidated, with the proceeds returning to BoT. The government
hopes that this 85/15 formula will serve as an incentive to work
out bad debts within five years.

28 financial institution must disclose details concerning its in-

evaluation of BBAMC's assets, income, and expenditures; any

separate financial statements (including a cash-flow statement)
of BBAMC.
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institution must include sharesheld by the nomi- -
nee of thefinancial institution. Assets managed |
by BBAMC must be classified as substandard -
loans of the financial intitution. A financid in- -
dtitution that sells NPAs to a BBAMC must do -
so at fair value, not to exceed book value. Ex- |
tension of credit to a BBAMC by a financia |
ingtitution must be done on normal terms and
conditions. BBAMC can raise funds from bank
loans, floating shares, or debt issues. Borrowing -
from BBAMC'sparent financia indtitutionislim- -
ited to 25 percent of its paid-up capital funds. -
After examining thetransferred NPAs, BoT will
alow agrace period beforeclassifying BBAMC -

shares.

BBAMC must submit a plan to BoT for each -
acquired asset, which must include the name of
thefinancia ingtitution, thetype and valueof the -
asset to be acquired, the date of the transaction,
and the agreement or conditions governing the
acquisition. BBAMC may recover the NPAsin
anumber of ways: providing new lending, col-
lecting interest revenue and fees, securitizing
assets, restructuring the debt, acquiring shares
of the borrower’s company, or converting debt
to equity. Financial institutions are not required
to pay asset transfer taxes if they sell the NPAs

to their own BBAMC.

The Bangkok Bank of Commerce (BBC) was
the first bank to form a BBAMC. BBC trans-
ferred B7 billion worth of good assetsto Krung
Tha Bank, and then transformed itself into a

BBAMC, Bangkok Asset Management (BAM),
to manage and dispose of itsNPAS, estimated to
be about B50 billion. To facilitate the manage-
ment of NPAs, the Cabinet recently agreed in
principleto exempt BAM from regul ations gov-
erning state enterprises. BAM will have au-
tonomy over employment and wage scales, in-
cluding specific benefitsto executives. The Thai
Farmers Bank (TFB) is also scheduled to form
aBBAMC. Foreign asset managerswill be com-
pensated on the basis of net recoveries. TFB
plans to transfer one third of its NPAs to
BBAMC at about 55 percent of book value. In
September 1999, the government announced that
Krung Thai Bank would transfer some of its
NPAs to the central bank for management and
disposition.

« Severa Thai bankshave publicly expressed dis-
satisfaction with the incentive structure for the
establishment of BBAMCs, claiming that the ap-
propriate legal, tax, and accounting infrastruc-
tureisstill notin place.

Centralized Asset Management Company (for
Commercial Banks)

 Because of budgetary constraints, MOF hasin-
dicated that the Thai government isunwilling to
set up a centralized asset management corpora
tion for banks asit has done for finance compa-
nies. The government is reportedly considering
permitting AM C established for the finance com-
panies to purchase the banks NPAs.
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Appendix 2

Background Information on Asset Management Companies

RELY-VER Magnitude of Crisis, AMC Type and Approach?@

Country Magnitude of Financial Sector Crisis Type and Approach
Indonesia Banking System (estimate at peak levels) Type
(1997 to * 70% of loans were nonperforming, repre- * Indonesian Bank Restructuring Agency (IBRA) —
present) senting about 50% of GDP in 1997 restructuring agency
Insolvent Banks Approach
 In 1997, government closed 16 small banks * Centralized approach
 As of year-end 1998, government controlled/ » IBRA has two main functions: to supervise banks in
supervised 54 banks (institutions represent- need of restructuring and to manage the assets it
ing about one quarter of total banking acquires in the bank restructuring process through its
assets) Asset Management Unit (AMU)
« In March 1999, government closed 38 banks,
recapitalized 9, and nationalized 7 (institu-
tions representing about one fifth of total
banking deposits)®
Korea Banking System (estimate at peak levels) Type
(1997 to * 35% of loans were nonperforming, repre- » Korea Asset Management Corporation (KAMCO) -
present) senting about 35% of GDP in 1997 restructuring agency
Insolvent Banksd Approach
 Closed 5 small banks, nationalized 2 large * Centralized approach; special purpose vehicle for
banks, and recapitalized 7 banks (institutions management and disposition of banking system’s NPAs
representing more than one quarter of total
banking assets)
« 18 out of 30 merchant banks were insolvent
(merchant banking assets represent about
5% of total banking assets)
Malaysia Banking System (estimate at peak levels) Type
(1998 to * 30% of loans were nonperforming, » Danaharta — restructuring agency
present) representing about 40% of GDP in 1997 Approach
Insolvent Banks®  Centralized approach; special-purpose vehicle for the
* RM6.2 billion injected into 10 financial management and disposition of banking system’s NPAs
institutions (institutions representing about
one eighth of total banking assets)
» Government is supporting a merger program
of commercial banks, finance companies,
and merchant banks
Thailand Banking System (estimate at peak levels) Type
(1997 to * 50% of loans were nonperforming,  Financial Sector Restructuring Authority (FRA) — rapid
present) representing about 70% of GDP in 1997 disposition agency

(NPLs for the largest domestic bank reported
to be as high as 84%)

Insolvent Banks'

* Government suspended 58 finance
companies (institutions representing about
one eighth of total banking assets)

» Government intervened in 6 local commercial
banks and signed memorandums of
understanding (MOUSs) with 4 others
(institutions representing about one third of
total banking assets)

» Asset Management Corporation (AMC) — restructuring
agency

» Radhanasin Bank (RAB)J— restructuring agency

» Bank-Based Asset Management Companies (BBAMCs)

- Central Bank Asset Management

Approach

* FRA - centralized approach; two main functions:
evaluate finance companies rehabilitation plans and sell
their assets

* AMC - centralized approach; bidder of last resort for
FRA's “bad” assets

* RAB — centralized approach; bidder on FRA's “good”
assets

* BBAMCs — decentralized approach for commercial
banks (private and state), including the transfer of
Krung Thai Bank’s NPAs to the central bank

2 The format of this table was designed by the World Bank.

b As of mid-1997, the Indonesian banking system had 239 banks (about 96% of total assets) and 248 finance companies (about 4% of total assets).

¢ The government plans to merge three state-owned banks, representing 30% of total bank deposits.

d As of mid-1997, the Korean banking system had 26 commercial banks (about 50% of total assets), 7 specialized and development banks (about 20% of total assets), and
thousands of nonbank financial institutions (about 30% of total assets).

€ As of mid-1997, the Malaysian banking system had 35 commercial banks (about 70% of total assets), 39 finance companies (about 20% of total assets),and 19 merchant banks
and discount houses (about 10% of total assets).

f As of mid-1997,the Thai banking system had 15 commercial banks (representing about 70% of total assets), 91 finance companies (about 20% of total assets), and rural credits
(about 10% of total assets).

9 RAB was initially created to manage the failed finance companies’ quality assets, leaving the bad assets to AMC. In January 1998, the government announced that the RAB
would no longer serve in this capacity, but would rather act as a commercial bank.

Nin September 1999, the government announced that Krung Thai Bank would transfer some of its NPAs to the central bank for management and disposition.

Source: Barents Group interviews with government officials, World Bank, IMF, and financial press.
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Country Ownership and Legal Structure Governance Structure? and Disclosure Requirements Primary Objectives
Indonesia Ownership Governance Structure Maximize recoveries and enhance value
(1997 to * Ministry of Finance » The Ministry of Finance supervises IBRA/AMU, assisted by two boards:  Build a warehouse of loans and
present) Legal Structure the Financial Sector Advisory Committee, composed of senior cabinet manage workout loan portfolios to
« Established by presidential decree level ministers, and the Independent Review Committee, composed of retain value
and revised banking law in 1998 international banking sector professionals appointed by the IMF « Maximize proceeds through well-timed
» Managed by a chairman, who is appointed by the president, and four asset sales
vice chairmen, who are appointed by the Ministry of Finance
* IBRA/AMU has not published operational “rules of ethics” to avoid
potential conflicts of interest
Disclosure Requirements
» IBRA/AMU indicates that it issues regular reports to the financial
authorities, but none appears to have been made public
* Guidelines for assisting companies are not made known to the public
» Requirements for independent audits of financial statements for IBRA/
AMU are unknown
Independence
» IBRA/AMU does not enjoy operational independence as it operates as a
subsidiary of the Ministry of Finance
* It is unclear whether the Independent Review Committee has any
substantial authority
Korea Ownership Governance Structure Maximize recoveries and enhance
(1997 to » Shares owned by the Ministry of » On 1 April 1998, KAMCO was removed from the Ministry of Finance’s valueP
present) Finance, the Korea Development supervision and placed under the Financial Supervisory Commission « To assist in the rehabilitation of the
Bank, and 24 commercial banks (FSC) economy by acquiring, managing, and
Legal Structure » Managed by a board of directors (consisting of the president, deputy disposing of NPAs
* Established by law in 1962 to president, auditor and six directors) and a Management Supervisory « Create value-added service entity for
manage and dispose of government- Committee (MSC) (currently consisting of the president, one member NPAs
owned properties from the Ministry of Finance, FSC, Korea Deposit Insurance Corporation,
* Role expanded in 1997 through the Korea Development Bank, Korea Federation of Banks, Korea Institute of
Nonperforming Asset Fund to Finance, Cheil Bank, Hanvit and Kyoungnam Bank, plus one accountant
purchase NPAs and one lawyer)
* KAMCO has not published operational “rules of ethics” to avoid potential
conflicts of interest
Disclosure Requirements
* Publishes audited financial statements
 Due-diligence material available to potential bidders
Independence
» The KAMCO board reportedly enjoys operational independence within the
policies established by MSC, although the extent of involvement, if any, by
MSC members in specific transactions is unknown
Malaysia Ownership Governance Structure Maximize recoveries and enhance value
(1998 to * Ministry of Finance » The board of directors, comprising 9 members (2 from government and 7 * Remove distressed assets so that
present) Legal Structure from private sector) approves all policies and supervises all activities banks can focus on making new

* Incorporated under the Companies
Act of 1965 on 20 June 1998

» The Oversight Committee, comprising 3 members appointed by the
Minister of Finance (1 from the Ministry of Finance, 1 from the central
bank, and 1 from the Securities Commission), approves Special Adminis-
trators and Independent Advisers for distressed businesses

» Danaharta has not published operational “rules of ethics” to avoid
potential conflicts of interest

profitable loans

« Maximize recovery value of assets
through asset management and
financial restructuring
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Disclosure Requirements

* Issues semiannual operating reports

» Requirements for independent audits of financial statements for
Danaharta are unknown

» Board policies and selection criteria for Special Administrators are not
made public

Independence

» Given the balanced composition of the board, Danaharta reportedly
enjoys independence in day-to-day operations®

* Reportedly, decision-making authority is delegated to the board of
directors, the Oversight Committee, or Danaharta management on the
basis of transaction size

* Transactional authority levels are unknown

Thailand
(1997 to
present)

Ownership

* FRA and AMC: Ministry of Finance
Legal Structure

« Established by royal decree in 1997

Governance Structure

* FRA — A board of directors oversees operations and approves all sale
transactions. The board consists of three individuals with private-
sector experience appointed as directors by the Minister of Finance,
one of whom serves as chairman, one representative from the Bank of
Thail(ejmd and the Ministry of Finance, and the Secretary General of
FRA.

» AMC — Board is chaired by an official from the Ministry of Finance and is

composed of six additional members appointed by the Ministry of Finance:

one managing director and five directors (three from government, one
from academe, and one from the private sector)

* Neither FRA nor AMC has published operational “rules of ethics” to avoid
potential conflicts of interest

Disclosure Requirements

* FRA is required to issue monthly financial reports, although some local
politicians have criticized FRA for not publishing its operating expenses

» The disclosure requirements of AMC are not known

» Requirements for independent audits of financial statements for FRA and
AMC are unknown

Independence

* FRA reportedly enjoys independence in day-to-day operations, although
undoubtedly political and public criticisms that assets were being sold too
cheaply to foreign investors influenced its decision to repackage some of
the assets into smaller, less expensive tranches®

» AMC operations are reportedly managed by the Ministry of Finance; the
degree to which political considerations influence operational decisions is
unknown

* Bidding price requires approval from AMC’s board of directors

FRA - Rapid disposition

« To dispose rapidly of the failed finance

companies’ assets

AMC - Maximize recoveries and

enhance value

« To bid on FRA's assets at fair prices
and to maximize the value of the
acquired assets by avoiding opera-
tional losses and increasing the
assets’ net worth

AMC = asset management company, FRA = Financial Sector Restructuring Agency, IBRA/AMU = Indonesian Bank Restructuring Agency/Asset Management Unit, KAMCO = Korea Asset Management Corporation, NPA = nonperforming asset.

)

Ideally, an AMC should have operational independence, which refers to the freedom to make transactional decisions within policy guidelines, on the basis of economic merit and without undue political interference. The government'’s role should be

limited to establishing policies, approving strategies, and monitoring compliance. Independence almost certainly enables an AMC to operate more efficiently, but it does not necessarily prevent corruption. Nor, on the other hand, does a lack of political
independence ensure corruption. If the governmentis corrupt, the AMC almost certainly will be corrupt. On the other hand, a completely independent AMC can also have corrupt management. Corruption is minimized through well-established rules of
ethics and proper monitoring of compliance.

oo

Legislative authority to make capital advances is under discussion.
In this study, day-to-day operations are defined generally as hiring personnel, managing assets, packaging portfolios, and approving sale transactions.
In an agency where there are numerous sales transactions of different values, it is generally inefficient for the board to approve all transactions. In Thailand, however, most FRA sales were of auctioned portfolios of similar size and worth and the

transactions were few. In this instance, it would appear that FRA board approval for all asset transactions was appropriate.

@

Smaller asset tranches generally enable more domestic bidders to participate in the auction process.

Source: Barents Group interviews with government officials, World Bank, IMF, and financial press.
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A STUDY OF FINANCIAL MARKETS

IELICYAVRSH Asset Management and Disposition

Country

Debt Restructuring, Asset Management,
and Disposition

Number, Type, and
Amount of Loans
Forced into Bank-
ruptcy, Restructured

Assets Sold and Assets
that Remain on Books

Indonesia
(1997 to
present)

Debt Restructuring

¢ Restructuring program does not include a principal reduction

option, but IBRA/AMU may extend the maturity and grace

period and reschedule debt installments according to cash-

flow conditions

Only four companies have reportedly signed up for the

government’s foreign-exchange debt-workout agency?

Under the government’s other debt-workout agency,b as of 24

September 1999, companies have reportedly reached debt

restructuring agreements with their creditors, addressing

about US$3 billion in foreign-currency debt and Rp2.2

trillion in domestic-currency debt. In all, 251 companies are

reported to have sought help, addressing US$21.4 billion

and Rp13.6 trillion in foreign- and domestic-currency debts.

Asset Management

« Plans to contract out 80% of the loan accounts which
constitute 20% of the total loan value; large corporate loans
to be managed in-house

« Working capital will be made available to selected busi-
nesses; companies will be restructured and consolidated to
“create value”; a division will be formed for property
companies

« All distressed companies are required to submit business
plans

Asset Disposition

« Potential recovery strategies: debt-to-asset swaps, debt-to-
equity swaps, strategic sales, initial public offerings, auctions,
and profit-sharing schemes

* Plans to sell Rp17 trillion worth of assets by April 2000

* At least 45 out of
the 200 largest
debtors have signed
letters of agreement
for a restructuring
program, although
no workouts have
been finalized

60% of its approxi-
mately 1,700
debtors could be
restructured; 40%
will be liquidated
Expected to
complete debt
restructuring process
for 400 debtors by
end-1999

« Has sold Rp1.6 trillion
worth of assets, through 26
auctions of bank-owned art
and vehicles, raising some
Rp200 billion

Other assets to be sold in
1999: office equipment
and furniture, real estate,
and securities and
investments

Plans to recover 27% of
assets by end-1999

Korea
(1997 to
present)

Debt Restructuring

* May restructure debt, allow partial forgiveness, or amend
loan terms

» The government-sponsored debt-workout agency® reportedly
has 102 applicants; 80 companies have reached restructuring
agreements totaling W33.6 trillion

Asset Management

*« KAMCO will determine the value of each distressed business
and then use its own resources to manage and upgrade the
marketability of the asset

« Legislative authority to make capital advances under
discussion

« KAMCO plans to establish joint ventures with seven foreign
investors to dispose of distressed assets; each joint venture
would have about W300 billion in assets and would be
65%-owned by the foreign partner

Asset Disposition

« Will quickly sell assets with low value, will hold assets with

potential for higher returns

Potential recovery strategies: debt restructuring, sales, asset-

backed securities, profit-sharing agreements, auctions, and

asset restructuring

KAMCO sold its assets through a series of public auctions and

securitizations; US investment banks purchased most of the

assets

Legislation under review would permit KAMCO to swap debt

for equity

Plans to hold one auction and issue one asset-backed

security every month

* KAMCO is assessing
the viability of
business assets

« It is not known what
level of NPAs has
been restructured or
liguidated

As of July 1999, sold about
WG trillion in assets
through asset-backed
securities, public auctions,
and voluntary debt
repayments

Received about 40% of
book value (assets
representing higher-quality
assets)

Plans to dispose of W67
trillion of NPAs by end-
2003: W16 trillion in 1999;
W17 trillion in 2000; W14
trillion in 2001; W11 trillion
in 2002; and W9 trillion in
2003

Malaysia
(1998 to
present)

Debt Restructuring

« As of July 1999, Danaharta had met with borrowers represent-
ing RM23 billion (61%) of loan portfolio

< Evaluating restructuring proposals totaling RM11 billion

« Under the central bank’s debt-workout agency,d 62 applica-
tions involving RM35 billion have been filed;13 restructuring
schemes involving RM11.3 billion have been completed and
are in the process of being implemented; 3 cases involving
debts of RM1.1 billion have been sold to Danaharta

Asset Management

« Business assets will be restructured, consolidated, and
managed under Danaharta subsidiaries (e.g. hotel and

property)

» Borrowers with
loans of 29% of
Danaharta’s
portfolio (RM11
billion) have
presented restructur-
ing proposals to
Danaharta

8% of Danaharta’s
loan portfolio
(RM3 billion) has
been restructured
and is pending
implementation

In its first restricted tender
of foreign loans in August
1999, sold about RM205
million in assets (including
RM142 million in cash and
RM63 million in non-
ringgit Malaysian loan
assets)

* Received about 55% of
book value
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Number, Type, and
Amount of Loans

Debt Restructuring, Asset Management, Forced into Bank- Assets Sold and Assets
Country and Disposition ruptcy, Restructured that Remain on Books
e Danaharta reports that it can maximize value of loans « RM600 million
using superpowers worth of debt has
Asset Disposition been regularized by
« Recovery strategies: immediately sell the asset to a third borrowers

party, provide borrower time to refinance, reschedule the
loan, provide funding to enhance a business’s viability,
swap debt for equity, and liquidate the asset

« Held its first restricted tender of foreign loan assets in
August 1999; US investment banks were the successful
bidders

e Has plans to hold real estate auctions every three months,
with the first auction, consisting of 30-50 industrial,
commercial, and residential properties, scheduled for
November 1999

» Has the right not to sell any of the portfolios at a price
below its estimated fair value

Thailand  Debt Restructuring » New bankruptcy FRA
(1997 to  « AMC can restructure debt with borrowers; FRA could not laws have facili- * Sold about B730 billion in
present) « Under the central bank’s debt-workout agency,’ 52 cases tated the debt assets at a 75% discount®
reportedly have been restructured (out of 689 targeted restructuring process - Auto hire-purchase: B25
debtors), representing approximately B120 billion; 340 e AMC has succeeded billion (52% discount)
companies have signed agreements, totaling B787 in restructuring the - Residential mortgages:
billion worth of debt (accounting for 30% of system NPLs) debts of the 75 B12 billion (53%
Asset Management largest debtors (out discount)
* FRA's mandate was to dispose of the assets and not to of 2,980) - Noncore assets: B34
manage them for value billion (77% discount)
« Interim servicing of assets by FRA does not appear to - Business loans: B79
have been a priority consideration billion (79% discount)
* AMC may support viable debtors with additional loans - Construction: B0.2 billion
provided by commercial banks; currently seeking B8 (85% discount)
billion - Commercial and other
Asset Disposition loans: B31 billion (76%
* FRA sold its assets through a series of public auctions; US discount)
investment banks and AMC purchased most of the assets  Last auction of B30 billion
» Before March 1999, when AMC was permitted to bid, FRA planned for November
had the right not to sell any of the portfolios at a price 1999
below its established benchmark price * FRA plans to file bank-
» For some portfolio sales, FRA used profit-sharing ruptcy lawsuits against
agreements, where a percentage of the bid price was the debtors of the
paid in cash and the rest was paid from cash flows the approximately B100 billion
purchaser received, after deducting operating expenses remaining
from servicing the asset AMC
« Potential recovery strategies for AMC include: debt-equity « Has not yet sold any assets

swaps; private placements; bidding; securitization; and
sales agent distribution

2 In June 1998, the government created the Indonesian Debt Restructuring Agency (INDRA) to provide foreign-exchange cover for Indonesian corporations with foreign-denominated
debt, once they have reached debt rescheduling agreements. Analysts claim that the agency cannot offer much help in handling the complexities of the companies’ problems.

b September 1998, the government formed the Jakarta Initiative Task Force (JITF) to serve as a mediator between debtors and creditors.

€ The Corporate Restructuring Committee was established by the Financial Supervisory Commission to facilitate the rehabilitation of viable companies. According to the program,
when a company is included in the list of loan workout applicants, the company and its creditors will sign a contract, under which creditors will exercise management rights.
Creditor banks of the troubled company will set up a committee that will decide its viability. If regarded viable, the company will be given an opportunity for rehabilitation through a
loan workout. If not, it will be liquidated.

dThe Corporate Debt Restructuring Committee (CDRC) was established in August 1998 to assist companies with total debts of more than RM50 miillion in restructuring their debts.
The CDRC framework calls for the financial institutions to voluntarily give the debtor a reasonable period of time for creditors or appointed consultants to determine the debtor
company’s financial health and needs before further decisions are made. To meet its 10 percent limit for NPLs, a financial institution may initiate workout proceedings with CDRC.
As part of the process, an initial meeting is held with the debtors and creditors to consider the debt restructuring exercise and to obtain a temporary standstill agreement. A creditors’
committee is formed and the lead creditor and consultants are appointed. The consultant conducts an initial review and reports the findings on the viability of the business. Ifthe
restructuring exercise proceeds, a formal standstill is executed among the creditors and the consultants formulate a workout strategy. Finally, the strategy is implemented. A
borrower needs approval from 75 percent of the creditors. Once the loan is restructured, it is considered current and performing.

€ The less-than-expected resullts of the auctions have been blamed on a number of factors: the failure of Parliament to pass legal reforms, the high number of loans in litigation; the poor
quality of the assets, the large size of lots, prior commitments to the IMF, time limitations for due diligence reviews (six weeks), the prohibition against direct foreign ownership of
land, and inaccurate valuation methods.

fThe Corporate Debt Restructuring Advisory Committee (CDRAC) was established by the government in August 1998 to promote market-based corporate debt restructuring.
CDRAC encourages creditors to choose between a voluntary restructuring process, court-supervised reorganization, or bankruptcy within 90 days of the initial meeting between the
lead creditor and the debtor. It also encourages creditors to develop a method for arbitrating disagreements among themselves through a draft arbitration contract. If creditors are
unable to devise a method for facilitating an agreement on a restructuring plan, the central bank uses its own authority to resolve disputes among financial institution creditors that
arise during voluntary corporate workouts.

Source: Barents Group interviews with government officials, World Bank, IMF, and financial press.



AELI WS Asset Transfer Process

Criteria for Asset Transfer

Country and Transfer Price Process of Asset Transfer Amount and Breakdown of Assets Transferred
Indonesia * IBRA/AMU paid Rp1 for category 5 » Banks under IBRA control/ supervision Amount of total assets transferred to IBRA/AMU:
(1997 to present) loans? were required to sell their category 5  Gross value of about Rp430 trillionP representing:

* IBRA/AMU reportedly uses dis- loans to AMU —55% of total commercial bank assets (1997)
counted cash flow method to « Banks have the option to sell their other —66% of total nonperforming loans (at peak)
estimate fair value of category 3 and nonperforming loans to IBRA if they can —68% of GDP (1997)

4 loans agree to a price® Breakdown of assets transferred to IBRA/AMU:

» The extent to which estimated fair * Assets transferred on an ongoing basis » About Rp100 trillion in industrial assets, consisting of equity
value exceeds current market value as banks came under control of the stakes in over 200 companies;d majority of assets to property-
is unknown government; more assets may be related businesses

* NPAs from banks closed in March transferred if banking system continues to » About 75% of loans are to large corporate accounts
1999 are reportedly to be sold to deteriorate Nonperforming loans left in banks:

IBRA/AMU at net book value * IBRA/AMU pays for NPAs with * Only category 5 loans were required to be sold

« It is unclear what average discount government-guaranteed bonds * IBRA/AMU is expected to control most of the system’s NPLs
of book value IBRA paid for the « IBRA does not appear to have a strategy
assets for acquiring assets

Korea * In the past, KAMCO purchased NPAs  + Government requires banks with capital Amount of total assets transferred to KAMCO:

(1997 to present) in batches from banks at a fixed
purchase rate based on the
expected recovery value of a
portfolio

Since September 1998, KAMCO has
used a fixed purchase rate for
ordinary loans in default, but making
no payment. The rate is secured —
appraised value of collateral minus
the senior lien amount times 45%;
unsecured — principal loan amount
times 3%

For special loans that have obtained
court approval for restructuring, the
fixed purchase rate is: secured —
loan amount times 45%; unsecured —
principal loan amount times 3%
Purchases assets at an average
discount of 44% of book value

The extent to which estimated fair
value exceeds current market value
is unknown, although the revised
pricing methodology appears to
reduce value differences

adequacy ratios below 8% to sell their
NPLs to KAMCO

Assets continued to be transferred
Beginning in February 1998, KAMCO paid
for all NPLs with government-guaranteed
bonds

KAMCO's asset acquisition strategy was
price- rather than type-driven as it placed
bids on all asset portfolios except for
certain types of assets such as those in
bankruptcy proceedings

« Gross value of about W46 trillion representing:
— 9% of total commercial bank assets (1997)
—40% of total nonperforming loans (at peak)
—11% of GDP (1997)

Breakdown of assets transferred to KAMCO:

A detailed breakdown of inventory assets is not available,
although KAMCO is in the process of implementing a more
effective inventory system

« Approximately one third of KAMCQO's loans are to chaebol and
other large corporations

« It is estimated that about 50% of all NPAs are factories or
businesses

« Portfolio includes approximately 170,000 loans that are being
managed in-house, of which 32,000 are secured. Of these
loans, the largest 1,500 largest borrowers represent about
90% of the portfolio’s book value

» About 233,000 other loans, representing less than 15% of the
portfolio’s book value, are being serviced by third parties

Nonperforming loans left in banks:

* KAMCO expected to purchase another W20 trillion in bad loans
by end-1999

« KAMCO has recently been authorized to purchase foreign-
currency-denominated NPLs
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¢ Financial institutions submitted
details of all NPLs worth at least
RM5 million to Danaharta

Using a discounted cash flow model,
Danaharta estimates fair value for
selected assets above RM5 million
The extent to which estimated fair
value exceeds current market value
is unknown

Danaharta indicated that it would
only purchase loans that are, or
have the potential to be, of value
Purchases assets at an average
discount of 40% of book value

Malaysia
(1998 to present)

« Government requires all banks to reduce
NPL levels to 10% or below®
» Assets transferred on an ongoing basis;
asset transfer complete for bulk of NPLs
Government requires banks that received
capital from Danamodal9 to sell their NPLs
above RM5 million to Danaharta
Profit-sharing arrangement exists between
banks and Danaharta on asset recoveries,
with the banks to receive 80% of any
profits earned from asset recoveriesh
Danaharta paid for NPLs with government-
guaranteed bonds

Amount of total assets transferred to Danaharta:

« Gross value of about RM40 billionf representing:

— 6% of total commercial bank/finance company assets (1997)
— 34% of total nonperforming loans (at peak)
—15% of GDP (1997)

Breakdown of property assets transferred to/ managed by

Danaharta:

» Development projects 58%, industrial 12%, office space 9%,
retail space 8%, hotels 7%, agricultural land 4%, and residen-
tial 2%

» About 2,000 loan accounts

Nonperforming loans left in banks:

« Finance companies’ NPLs under RM5 million to be sold to a
special-purpose vehicle

Thailand
(1997 to present)

FRA managed the liquidation of all
failed finance company assets;
transfer price not applicable
Beginning in March 1999, if FRA
determined that a private-sector bid
on primarily commercial loans did not
meet internal benchmarks, AMC was
permitted to bid on the assets

It is unknown how FRA calculated
its internal benchmarks

AMC reportedly uses a discounted
cash flow method to estimate fair
value of FRA assets

The extent to which estimated fair
value exceeds current market value
is unknown

* AMC paid 25% of book value for
FRA's assets on the average

FRA assigned responsibility for closed
finance companies’ assets; assets
transferred from FRA to AMC on an
ongoing basis

Beginning March 1999, AMC was allowed
to act as the bidder of last resort on FRA's
assets at public auctions; transfer of
assets from FRA to AMC completed

AMC paid for FRA assets with partially
guaranteed government bonds

AMC asset acquisition strategy was price-
rather than type-driven

« Commercial banks are permitted to sell
their assets to separate bank-based AMCs

Amount of total assets transferred to FRA:
» Gross value of about B860 billion representing:
—12% of total commercial bank/finance company assets
(21997)
—26% of total nonperforming loans (at peak)
—18% of GDP (1997)
Breakdown of assets transferred to FRA:
* About 10% hire-purchase; 5% residential mortgages; 40%
noncore; 45% business loans
* About 60% of the assets were secured by real estate
Amount of total assets acquired by AMC (from FRA):
» Gross value of about B185 billion represented:
— 3% of total commercial bank/finance company assets (1997)
— 6% of total nonperforming loans (at peak)
— 4% of GDP (1997)
Breakdown of assets transferred to AMC (from FRA)
* About 70% of assets are real estate projects
Nonperforming loans left in banks:
« Only finance company assets were transferred to the FRA
and AMC; government is considering permitting AMC to buy
the banks’ NPAs

AMC = asset management company, FRA = Financial Sector Restructuring Agency, GDP = gross domestic product, IBRA/AMU = Indonesian Bank Restructuring Agency/Asset Management Unit, KAMCO = Korea Asset Management Corporation,

NPA = nonperforming asset, NPL = nonperforming loan.
2 Aloan that is at least 270 days past due.

b ncludes category 5 loans (Rp230 trillion) and assets received from bank owners in settlement of their obligation to repay liquidity support from the central bank.

¢ |f the bank believes that IBRA's price is too low, it can keep the loan and try to restructure it itself.

d Technically, the firms belong to the original owners until they are sold, at which point the state will keep the proceeds.

€ Banks that decide not to accept Danaharta’s offer must write down their unsold NPLs to 80% of the offer made by Danaharta.

fIncludes RM18 billion worth of assets acquired by Danaharta and RM22 billion worth of assets under management on behalf of the central bank.

9 Danamodal was established as a special-purpose entity to recapitalize the banking sector. The agency injects capital for equity shares in the bank. The banks are permitted to buy back the shares if they can provide Danamodal a 12% return. If the
banks do not begin to improve their conditions within 3-5 years, Danamodal may sell their shares in the market. Danamodal has reported that it will need RM16 billion, although market analysts have estimated this figure to be at least RM50 billion.

" Banks are also permitted to amortize any losses on NPLs sold to Danaharta over a five-year period.

Source: Barents Group interviews with government officials, World Bank, IMF, and financial press.
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IELICY VRS | egal Environment and Management

Sunset Clause/

Country Time Frame Broader Legal Environment Organization/ Human Resources Funding
Indonesia  « No sunset clause Adequacy of Bankruptcy and Foreclosure Law * AMU is organized into two * IBRA/AMU expenditures will be
(1997 to * Plans to operate » Court system has been criticized for being ineffi- divisions: asset management credit funded from asset recoveries, sale
present) for 3—7 years cient and corrupt. Recent revisions in the bank- and asset management investment of equity of nationalized banks, and
ruptcy law, including creation of new bankruptcy * Most employees are from the bond issuances
court, are expected to improve the system private sector * IBRA/AMU maintains that funding
» Process of enforcing secured claims is time- « Staffing requirements of IBRA/AMU costs are constantly being
consuming, expensive, and unpredictable are unknown evaluated and are a moving target
 Debtors, creditors, and public prosecutor can initiate * As of February 1999, IBRA
bankruptcy proceedings. Court may appoint a estimated that it needed Rp140
receiver to carry out a reorganization trillion to resolve banking sector
* In bankruptcy, secured claims are subordinated to problems, but also indicated that
court expenses, auction costs, and taxes owed additional funding would likely be
Special Power required
* AMU can foreclose on a loan without going through
the court; can buy/sell loan without debtor approval
Korea « No sunset clause Adequacy of Bankruptcy and Foreclosure Law « Organized into 13 departments * As of May 1999:
(1997 to  Plans to operate * Relatively well established and reasonably efficient « KAMCO was established as part of - W32 trillion authorized
present) for 6 years process. Debtors, creditors, or shareholders may an organization that had experi- - W28.6 trillion disbursed
initiate bankruptcy proceedings. Debtors may ence in foreclosing assets » About 90% of funding comes
petition for payment relief. * Most new employees have through government-guaranteed
 Court decision process is often lengthy because of domestic banking experience bonds, 5% from the central bank,
a heavy caseload. Creditor actions are frozen « Staffing requirements of KAMCO and 5% from financial institutions
during the decision process. Court may appoint a are unknown including the Korea Development
receiver to carry out a reorganization, although it * Private-sector wage scale Bank
often leaves existing management in place. * Some assets have been
» Secured creditors generally can enforce claims contracted out for private manage-
efficiently through courts. In reorganizations, ment
secured claims retain priority.
Special Power
» No special authority - pending legislation would
permit KAMCO to appoint a Special Administrator to
manage a borrower’s business or assets or both
Malaysia « No sunset clause Adequacy of Bankruptcy and Foreclosure Law « Organized into six departments « Initial estimates of RM25 billion
(1998 to « Plans to operate » Conducive to restructuring, but process can be « Employees have private-sector reduced to RM15 billion apparently
present) for 7-10 years cumbersome and costly. Debtors must obtain the experience in banking, real estate, because of perceived improve-

majority consent of creditors before filing for
bankruptcy protection. Creditors can petition for
payment relief.

and business
Staffing requirements of Danaharta
are unknown

.

ments in economic conditions
¢ RM10 billion funded through bonds,
RM3.5 billion through state-owned
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» Secured creditors retain priority in bankruptcy; can
appoint receiver in liquidation and sell assets to
satisfy claims.

Danaharta’s Special Powers

» Can override Section 176 of Companies Act, which
provides debtors temporary protection from
creditors

« Statutory vesting permits Danaharta to step into the
shoes of the selling institution, with the same rights
and priority as a creditor

» Can appoint a Special Administrator to take over a
distressed company

 Private-sector wage scale

« Local and international advisers
include consultants, accountants,
and industry experts

It is not known whether Danaharta
plans to contract out a portion of
the assets to private management

enterprise (SOE) loans, and
RM1.5 billion provided by the
government as seed capital

Thailand FRA
(1997 to * No sunset clause,
present) although the board
of directors has
reportedly been
authorized to exist
until 2003
AMC
* No sunset clause
« Plans to operate
for 5-7 years

Adequacy of Bankruptcy and Foreclosure Law

» Enforcement of secured claims has not been
efficient, but recent legal reforms reportedly will
allow for swift asset foreclosure for debtors not in
court-approved reorganization

* A special bankruptcy court has been created to
promote loan workouts. Its authority to declare
firms bankrupt is limited, but it may appoint financial
planners to work out five-year debt restructuring

plans and a receiver to manage a troubled company.
Insolvent debtors may not initiate liquidation process.

Secured creditor claims have priority to assets

secured before receivership.

Law also revised to permit foreign land and

business ownership, promote asset securitization,

and establish procedures for privatizing state

assets

Special Power

* AMC is exempt from notifying debtors of transfers
of claim as required by law. It is also exempt from
certain fees and taxes. No superpowers for FRA

.

FRA is organized into 8 divisions
and the AMC into 13 divisions

FRA employs about 270 people,
mostly from the private sector
Funded under a World Bank
technical assistance loan, FRA
hired external advisers in banking,
asset management, law, account-
ing, and public relations

AMC is employing private-sector
professionals; does not plan to hire
FRA employees

AMC plans to contract out a portion
of its assets for private manage-
ment, although the volume is
unknown

« Staffing requirements of FRA and
AMC are unknown

.

» The acquisition of FRA's assets
was funded through the Financial
Institutions Development Fund.? The
World Bank provided seed capital
The government provided AMC

B15 billion in seed capital; can raise
this up to B180 billion through
partially guaranteed government
bonds

Several banks have indicated their
willingness to provide financing for
AMC's distressed assets, although
it is unclear if the government
would guarantee these loans

AMC = asset management company, FRA = Financial Sector Restructuring Agency, IBRA/AMU = Indonesian Bank Restructuring Agency/Asset Management Unit, KAMCO = Korea Asset Management Corporation.
2 The role of the Financial Institutions Development Fund (FIDF), initially set up to provide liquidity support, was expanded in 1997 to protect domestic and foreign depositors and creditors of all operating financial institutions. In 1997, the FIDF began to
recapitalize troubled finance companies, which facilitated the transfer of assets to FRA. Through 1998, the FIDF extended about B400 billion, or about 8% of GDP, to the 58 troubled finance companies, becoming their largest debtor with over 80% of

total liabilities.

Source: Barents Group interviews with government officials, World Bank, IMF, and financial press.
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IELCYAVEG Potential Impediments to Success

General observations on surveyed countries:

Transparency — Additional publications of policies, procedures, and audited reports would help to increase public
acceptance and decrease potential for corruption

Corruption — Safeguards against corruption would benefit from establishing, publishing, and independently enforcing a
uniform code of ethics to govern employees and operational transactions

Conflicts of Interest — In addition to a code of ethics for employees, guidelines should be established to govern potential
conflicts of interest relating to the activities of advisers

Independence — Explicit restrictions against political interference in transactions would enhance operational indepen-
dence

Trained Professionals — Attracting well-qualified people is a major challenge given the lack of trained and experienced
asset management and disposition professionals

Information Systems — Improvements in management information systems would help to value and service inventoried
assets more effectively

Business Plans — Operations would be enhanced by more detailed business plans regarding the management and
disposition of assets

Valuation — Asset valuations need to reconcile differences between estimated fair value and current market value with
disposition objectives

Value Enhancement — In general, any attempt to create value by restructuring businesses and consolidating industries
should be discouraged because of the potential for market disruption, loss, increases, and corrupt influences. Any
decisions to engage in such practices should be made independently and after thorough and rigorous analysis and
documentation to quantify the potential risks and benefits




THE ROLE OF THE ASSET MANAGEMENT ENTITY: AN EASTASIAN PERSPECTIVE

Notes

1East Asiaistaken torefer tothe crisis-affected countries
of Indonesia, Korea, Malaysia, Thailand, and, to alesser -

extent, the Philippines.

2The severity of nonperforming assetsis typically mea- :
sured by nonperforming loan (NPL) and NPA ratios. The
NPL ratioreferstotheratio of loansclassified as“ nonper- -
forming” tototal loans(usually includingfinancial leases).
Theratioindicatestheoverall quality of theloan portfolio.
TheNPA ratioistheratioof nonperformingloansplusfore- -
closed real estate (and other assets) owned to total loans
plusforeclosed assets, or to total assets. The NPA ratiois -
moreencompassingthantheNPL ratioandisauseful indi-
cator of theliquidity and earningshealth of afinancial insti-
tution. Unfortunately, differencesinaccounting and regu- -
|atory requirementsmakeit difficulttocompareNPL andNPA .
ratios across countries. Thereisno uniform definitionfor
either theNPL or theNPA ratio becausedifferent countries -
havedifferent waysof classifyingnonperformingloansand
valuing foreclosed assets. Although their problem assets -
initially consist primarily of nonperformingloans, banksand
asset management companiesmust resolveaswell thecol -
lateral assetsthey acquire. Therefore, thischapter primarily -

usesNPA, instead of NPL, levelsand ratios.

SThestudy is based primarily on available dataas of April

1999. Inview of therapidly changing environment, infor-
mation on asset disposition and corporate restructuring -

was updated, where possible, as of September 1999.

4See footnote 2 for a discussion of nonperforming loans '

and assets.

St is worthy of note that the fiscal-cost-to-GDP ratios
estimated by the IMF for East Asiain Table 4 average
only dlightly more than half the peak NPL-to-GDPratios -
shown in Table 3. By comparison, in the US, resolution

costswere closer to two thirds of NPL-to-GDP ratios.

6L oss provisions typically depend on how long a loan
has been delinquent, and range from 20 to 100 percent
against the unsecured portion of the loan. Asisthe case
with classification standards based on delinquency sta-
tus, values assigned to collateral also tend to be more
liberal in East Asiathanin the US.

7“Net interest margin” refers to the difference between
interest earned on loans and other interest-bearing assets
and the interest paid to depositors and other creditors. It
is usually expressed as a percentage of average earning
assets.

8 nformation on the Philippines was not made available
by the central bank.

9Sheng (1996).

10_egislation creating the Resolution Trust Corporation
(RTC) restricted the sale of assetsfor lessthan 95 percent
of fair value in certain markets. Originally, RTC relied
heavily on appraised values in setting prices but quickly
moved to placing greater reliance on an open and com-
petitive bidding process to determine values.

L Caprio, etal. (1998).
12K awai (1999).
13Alexander, et al. (1997).

14 n the US, most, if not all, banks with the NPA levels
typically seen in East Asiawere taken over by the gov-
ernment. The good partswere sold to healthy bankswhile
the bad assets were managed either by the Federal De-
posit Insurance corporation or RTC. Other banks typi-
cally handled their nonperforming assets in separate
workout departments or within the normal loan depart-
ment. Some banks established separate asset manage-
ment entities to manage assets for the government or
themselves but most such entities have since been dis-
solved or sold.
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